PGE 3Q IBIT/Sensitivity to power prices

INTERNAL SUMMARY

· PGE buys power in advance of its needs to allow for load and reliability balancing beyond their generation capabilities.  PG&E is typically long 200-300 average megawatts.  These positions are typically entered into 1 to 2 years in advance.  The excess positions are sold in the spot (hourly) market.

· PGE benefited during the 3rd and 4th quarters 2000 by selling into high prices.  As a precaution against prices falling, they instituted a cost adjustment mechanism with ranges for cost sharing based on total power costs.  In 2Q01, PGE entered an unfavorable range of the sharing mechanism, where they bear 100% of the upside/downside within a range.  As a result of downward trending power pricing and the cost of power outpacing the sharing under the arrangement, PGE IBIT may be flat/slightly negative for 3Q01.

· On 10/1/01, a new cost mechanism begins.  PGE expects to meet internal target of $110M for 2001, based on YTD performance and additional adjustment mechanisms, which are being executed for 4Q01 and into 2002.

BACKGROUND

· The methodology for the current 9-month mechanism is as follows:

· A band with a ceiling and a floor has been negotiated on a quarterly and a cumulative basis for the nine-month period.

     Total Costs


PGE/Customer

$140M to $211M 


100% PGE (deadband)

      $211M to $232M 


50%/50% 

      Above $232M


10%/90%

· At 6/30/01, PGE was in the 100% PGE band, ($105M), but did not significantly impact the financials as this amount was sufficient to cover power generation costs.)

· It is expected that the 9 mo. total costs will rise to $325M, which will potentially expose PGE for approx. $35MM (comprised of 100% of the risk of the deadband to the extent that total costs to be recovered are lower than increases in the costs of power, 50% of the risk between $211MM to $232MM and 10% of exposure above $232MM.)

· To reduce the exposure for fourth quarter 2001 and 2002, PG&E is in the process of finalizing a similar cost adjustment mechanism for a 15-month period ending December 31, 2002.  The structure mechanism will have additional features:

· A tighter band than the 2001 mechanism

· Tiers of sharing, with less sharing as the variance between forecasted power costs and actual power costs is larger, positive or negative.

· Forecasted power costs set using actual reservoir levels, and expected rainfall, significantly reducing forecasted available hydro

· PG&E will file the forecasted power costs on or around August 15, reflecting trades and purchases through the end of July

EXHIBIT 1:  9 Month adjustment structure
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Exhibit II:  15 month adjustment from October1, 2001 to December 31, 2002
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