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Corporate Overview

PG&E Corporation is a national energy-based holding company with approximately $23 billion in revenues in
2001, and approximately $36 billion in assets at the end of 2001. It markets energy services and products
throughout North America through its subsidiary PG&E National Energy Group, Inc., and is the parent company of
Pacific Gas and Electric Company (the Utility), the Northern and Central California utility that delivers natural gas
and electricity service to one in every 20 Americans.

Financial Highlights
PG&E Corporation

(unaudited, dollars in millions, except per share amounts) 2001 2000
Operating REVENUES . . . . . . .. ... ... $ 22959 $ 26,220
Net Income (Loss)
Net income from operations™ . .. ... ... ... 1,099 925
Items impacting comparability® .. ... ... .. ... ... — (4,289)
Reported net income (10SS) . . . ... .. ... ... ... $ 1,099 $ (3,364)
Income (Loss) Per Common Share, fully diluted
Net income from operations™ . .. ... ... ... $ 3.02 $ 2.54
Items impacting comparability® . ... ... ... ... ... — (11.83)
Reported net income (loss) per common share . . . ......... ... ... .. $ 3.02 $ (9.29)
Dividends Per Common Share . . . . ................................. $ —  $ 1.20
Total ASSEtS . . . . . . . .. $ 35,802 $ 36,152
Number of common shareholders at December 31 . ... ... .............. 125,739 138,467
Number of common shares outstanding at December 31 . ... ............ 387,898,848 387,193,727

D Net income from operations excludes items impacting comparability and should not be considered an
alternative to net income as prescribed by accounting principles generally accepted in the United States.

@ Ttems impacting comparability in 2001 include the collection of previously written-off transition costs of $458
million ($1.26 per share) and the cumulative effect of a change in accounting principle of $9 million ($0.02
per share) partially offset by a loss of $66 million ($0.18 per share) on involuntary terminations of gas
transportation hedges resulting from the Utility’s bankruptcy; incremental interest costs of $262 million ($0.72
per share) from the increased amount and cost of debt resulting from the California energy crisis and the
Utility’s bankruptcy; increased costs of $78 million ($0.21 per share) related to the Utility’s bankruptcy and
generally consisting of external legal consulting and financial advisory fees; the net prior year impacts
associated with current year decisions issued by the California Public Utilities Commission on rehearings of
the Utility’s 1999 General Rate Case of $26 million ($0.07 per share); and the loss on termination of certain
contracts with Enron Corp. of $35 million ($0.10 per share) attributed to its bankruptcy filing.

Items impacting comparability in 2000 include the write-off of regulatory assets at the Utility of $4,111 million
($11.36 per share); the impact of an inability to fully utilize the tax benefits of losses in California of $79
million ($0.22 per share); adjustments to the estimated loss on disposal of the retail energy services unit of $40
million ($0.11 per share); a favorable actualization of $20 million ($0.06 per share) on the sale of the Texas
natural gas liquids and natural gas pipeline business unit, which closed on December 22, 2000; an $83 million
charge ($0.23 per share) related to an adjustment to legal reserves at the Utility; $4 million ($0.01 per share) of
other items; and $0.02 per share of dilution.

% The common shares outstanding include 23,815,500 shares held by a wholly owned subsidiary of PG&E
Corporation. These shares are treated as treasury stock in the Consolidated Financial Statements.
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Dear PG&E Corporation Shareholder:

The year 2001 began with the uncertainty and challenges of the California energy crisis. It ended on much
firmer footing. Your company achieved solid financial and operational results, and presented a clear vision for
reaffirming the financial health of our business and rebuilding shareholder value.

The results of 2001 included:

e Surpassing our earnings growth target by increasing earnings from operations by 19 percent over 2000
results, from $2.54 per share to $3.02 per share.

e Announcing plans to enable Pacific Gas and Electric Company to exit Chapter 11.

¢ Delivering on our continued commitment to provide customers with safe, reliable and responsive gas and
electric utility service.

e Growing the contributions from our national energy business and continuing to build its asset base with
strategically chosen electric and natural gas projects.
In this letter, we discuss each of these areas and other highlights from the year, as well as our outlook for
2002.

2001 Financial Performance

In 2001, for the fourth consecutive year, we achieved or exceeded our financial goal to grow earnings from
operations by 8-10 percent annually. The Corporation’s earnings from operations rose from $2.54 per share in 2000
to $3.02 per share in 2001, demonstrating that the underlying performance in our businesses remains very solid.

Our California utility business, Pacific Gas and Electric Company, earned $2.51 per share from operations in
2001, compared with $2.11 per share in 2000. PG&E National Energy Group in 2001 earned $0.57 per share from
operations, compared with $0.45 per share in 2000.

PG&E Corporation’s bottom-line earnings for 2001 were $3.02 per share, compared with a loss for the prior
year of $9.29 per share due to the write-off in 2000 of $4.1 billion in wholesale power and transition costs that
were not covered by retail rates. We incurred a further write-off of $1.1 billion for wholesale power costs in the
first quarter of 2001. During the remainder of the year, however, higher revenues and lower costs allowed us to
offset this. These offsets are included in our total net income of $3.02 per share. (Per share values are per diluted
share.)

2001 Accomplishments

Our teams across the company stayed focused on ensuring the safe, reliable operation of our facilities and
delivering service to our customers, while managing the challenges of the California energy crisis and changes in
competitive energy markets. One result of this focus was that safety performance improved over the prior year.

Pacific Gas and Electric Company:

We focused attention and resources on making certain our customers continued to receive safe and reliable
electric and gas service.

Here are a few examples.

e In the first half of the year, we worked successfully with power and natural gas suppliers to put in place
financial solutions that ensured they would be able to continue providing gas and electricity for our
customers.

e The team at our Diablo Canyon Nuclear Power Plant refueled its Unit 2 in a record 29 days, making sure
the unit, which provides enough power for 1 million homes, was back in full operation in time for summer
demand. The refueling was completed on budget and was also the safest ever in the plant’s history. The
plant achieved an operating capacity factor of 99.4 percent for the year.

e Diablo Canyon once again received the top rating for safety and operational performance from the Institute
of Nuclear Power Operations.

e We streamlined the process and increased the resources assigned for connecting new power plants to the
transmission grid. In total, we connected 14 plants to the grid for 2001, totaling 1,200 megawatts.

e We completed 30 critical transmission capacity projects in order to move more power to the regions and
communities where demand increased.



e We assisted a record-breaking 18.8 million callers to our call centers, nearly a 30 percent increase over the
numbers for the previous year.

e Our focus on safe, reliable, responsive service earned the company high marks from commercial and
residential customers, with nearly nine out of 10 customers surveyed rating our services as good, very good
or excellent. In a year like 2001, we are doubly proud of these results.

We are also proud of our successes in energy conservation, in which we continued a 25-year track record of
excellence.

e We offered more than 30 energy efficiency programs to lower business and residential customers’ energy
usage and bills, create more efficient new buildings, and reduce impacts on the environment. In 2001, these
programs, in which we have invested more than $2 billion since 1976, saved enough power to supply
90,000 homes for one year, and enough natural gas to supply 19,000 homes for a year.

e Our energy efficiency rebate programs paid more than $17 million in customer rebates to residential
customers, who purchased a record 150,000 qualifying energy efficient appliances for the year. Business
customers received $21 million in rebates for purchases of energy efficient equipment.

e We educated customers about how they could reduce energy usage, making information available through
brochures, bill inserts, our website, the media, advertising, and our toll-free Smarter Energy Line, which
helped approximately 530,000 callers last year—double the number from the previous year.

e We received the 2001 ENERGY STAR “Excellence in Consumer Education Award” from the U.S. Department
of Energy and the U.S. Environmental Protection Agency for our promotion of energy efficient appliances.

e These programs helped California reduce energy usage during the summer of 2001 and helped avoid the
rotating blackouts many people thought were inevitable.

PG&E National Energy Group:

We continued solid operational performance at our PG&E NEG facilities and in its energy trading business in
2001, amid the energy crisis and changes in competitive markets.

We continued to access the capital markets, notwithstanding Pacific Gas and Electric Company’s bankruptcy.
Early last year, we sought and obtained independent investment-grade credit ratings for the PG&E NEG and its
energy trading business. Those ratings were reaffirmed following Pacific Gas and Electric Company’s Chapter 11
filing.

We completed several financings providing capital to invest in generating and pipeline assets and to support
energy trading activities. These included $1 billion of 10-year senior notes, a new $1.25 billion revolving credit
facility that expanded and consolidated other credit facilities, and a $1.1 billion loan facility to finance the Athens,
Harquahala and Millennium power plant projects.

Power plant development and construction accomplishments included:

e Commencing commercial operations in June at the 526-megawatt Attala power plant in Mississippi, and in
Galion, Ohio, beginning operations at the final unit of the 144-megawatt multi-unit, multi-site peaker
project.

e Starting construction on the 1,092-megawatt Harquahala plant in Arizona, the 1,080-megawatt Athens plant
in New York and the 111-megawatt Plains End facility in Colorado.
e Breaking ground on the 1,170-megawatt Covert generating project in southwest Michigan.

e Announcing an agreement between the PG&E NEG and the city of Denton, Texas, under which the
company acquired a 178-megawatt generating facility and agreed to a power sales contract with the city.

e Taking ownership of the 66-megawatt Mountain View wind-generating facility in Southern California, which
sells its power to the California Department of Water Resources under a 10-year contract.

At year’s end, our portfolio of megawatts owned and controlled totaled 7,100 megawatts in operation and
7,740 megawatts in construction.

Natural gas transmission accomplishments included:

e Beginning operation of 21 miles of new pipeline in time for the 2001-2002 winter heating season.
Completed a year ahead of schedule, this section is part of our larger 2002 expansion project that will
increase the company’s ability to deliver natural gas to western markets. The 2002 expansion project in total
will increase capacity on the system by about 8 percent.



e Continuing work on the North Baja pipeline project in Southern California, which is on target for
commercial operation by the end of 2002.

Pacific Gas and Electric Company’s Chapter 11 and Plan of Reorganization

On September 20, 2001, Pacific Gas and Electric Company and PG&E Corporation jointly filed a Plan of
Reorganization with the Bankruptcy Court. This plan is the basis for the resolution of Pacific Gas and Electric
Company’s Chapter 11 case.

e Tt will allow us to pay all valid creditor claims in full, without asking the court to raise retail rates, asking
the state for a bailout, or selling any of our major assets to third parties.

e It will create financially strong, sustainable businesses that offer long-term growth prospects to our
employees and shareholders.

e And it will enable Pacific Gas and Electric Company to move out of Chapter 11 as a financially strong
business positioned to continue safe, reliable and responsive delivery of gas and electricity to its customers.

The plan substantially restructures Pacific Gas and Electric Company’s current operations. It also clearly aligns
the business environment with the regulatory environment for our reorganized businesses. Together, these changes
will result in businesses that can secure new financing that will help provide the funds we need to resolve
creditors’ valid claims.

Here is how the restructuring will work.

The plan reorganizes Pacific Gas and Electric Company and PG&E Corporation into two separate, stand-alone
publicly traded companies no longer affiliated with one another.

Pacific Gas and Electric Company will retain its current name and 70 percent of its current assets. It will be a
separate California corporation with its own publicly traded common stock, which will be distributed to PG&E
Corporation shareholders. And it will continue to own and operate the existing retail electric and natural gas
distribution system and provide natural gas and electric service to one in 20 Americans.

The electric generation, electric transmission and natural gas transmission operations currently part of Pacific
Gas and Electric Company will become subsidiaries of PG&E Corporation. PG&E Corporation, which will be
renamed, will consist of three new businesses—temporarily named Gen, ETrans and GTrans—in addition to its
existing National Energy Group business.

Each of these businesses—Pacific Gas and Electric Company and the reorganized PG&E Corporation—will be
financially strong and will be a solid, sustainable business going forward. As a result, the businesses will be able to
use the value of their assets to obtain substantial new financing that will be used to help pay creditors’ claims.

Following this reorganization, roles and responsibilities for the vast majority of our employees will be the
same as they are today. We envision essentially the same people continuing to do their jobs with comparable pay
and benefits programs. In general, work will follow the assets, and people will follow the work.

The Chapter 11 process requires that the plan of reorganization ultimately be confirmed by the Bankruptcy
Court before it can be implemented. The official creditors’ committee is fully supportive of the plan. We anticipate
confirmation of the plan in mid-2002 and receipt of various federal regulatory approvals thereafter. Our schedule is
to complete the reorganization process by the end of 2002.

Management Focus and Expectations for 2002

Management’s primary focus in 2002 is on the following objectives:

e Gaining approval for and implementing our Plan of Reorganization.

e Strengthening the balance sheet and credit ratings in the PG&E NEG.

e Deploying capital prudently in the PG&E NEG, which is moving forward with its pipeline expansion
program as well as current plants in construction, totaling more than 5,400 megawatts, plus about 2,300
megawatts from tolling agreements.

e Continuing to provide safe, reliable service to customers and to improve our safety performance through
effective safety programs and a focus on maintaining safe operations.

e Delivering solid income from operations.



Thank You

In such a tumultuous year, it is important to thank our employees, customers, creditors and investors for the
support they have shown the company.

In the wake of September 11, several hundred of our team members donated 5,300 vacation hours to raise
$200,000 for the American Red Cross. Others scaled back holiday celebrations for the same purpose. And, as this
letter is written, some men and women from our company are called to active duty by the U.S. armed forces
reserves and the National Guard to help make the United States safer.

We know your investment in our company is made with the expectation of a growing total return. I can
speak for our entire team in assuring you that we all share a commitment to deliver this to you.

Sincerely,

(hitd S )

Robert D. Glynn, Jr.
Chairman of the Board, Chief Executive Officer and President
PG&E Corporation

March 5, 2002



PG&E Corporation At A Glance

PG&E National Energy Group

Operating revenues . . ... ... ...

Earnings from operations per common share* . . . . .
Products and services . . .. ... ... oL
Operating power plants (owned and leased) ... ..

Power plants in construction (owned and leased) . .

Power controlled through contracts . .. .........

Energy trading volume in 2001:

Natural gas. .. ....... ... ... ... ... ...,

Natural gas pipelines in operation . . ...........
Natural gas pipelines in development. . ... ... ...

Average daily natural gas throughput . . ... ... ...

Pacific Gas and Electric Company

Operating revenues . .. ....................

Earnings from operations per common share* . . . . .

Service area . . .. ... ... ...

Delivery systems . ... .....................

Recent investments in infrastructure . . . ... ... ...

A few of the customers served by Pacific Gas and

Electric Company . . .....................

Estimated energy savings through customer energy
efficiency programs in 2001 . . . .............

2001 2000
$12.7 billion  $16.8 billion

$0.57 $0.45

Integrated energy and marketing
Interstate pipeline operations

6,518 megawatts
5,430 megawatts

581 megawatts in operation; 2,313 megawatts under
construction

8.45 billion cubic feet per day

280 million megawatt-hours

1,350 miles in the Pacific Northwest

77 miles in Southern California and Arizona

2.75 billion cubic feet

2001 2000
$10.5 billion  $9.6 billion

$2.51 $2.11

70,000 square miles in Northern and Central California, with
a population of 13 million, about one in 20 Americans

131,000 circuit miles of electric transmission and distribution
lines, 43,000 miles of natural gas transmission and
distribution pipelines

$1.3 billion in 2001 and $1.2 billion in 2000

1,022 wineries, 26 gold mines, 2,212 bakeries, 985 shoe
stores, 1,409 video rental stores, 1,285 golf courses, 1,115
florists, and 975 car washes

630 million kilowatt-hours of electricity, or the equivalent to
supply 90,000 households for one year

11 million therms of natural gas, or the equivalent to supply
19,000 homes for one year

*  Earnings from operations per common share exclude items impacting comparability and should not be
considered as an alternative to net income as prescribed by accounting principles generally accepted in the

United States.



The Plan of Reorganization At A Glance

On September 20, 2001, Pacific Gas and Electric Company and PG&E Corporation jointly filed a Plan of
Reorganization for Pacific Gas and Electric Company with the Bankruptcy Court. The plan, which must receive
Bankruptcy Court approval, will:

e Allow Pacific Gas and Electric Company to pay all valid creditor claims in full, without asking the court to
raise retail rates, asking the state for a bailout, or selling any of our major assets to third parties.

e Create financially strong, sustainable businesses that offer long-term growth prospects to our employees and
shareholders.

e Enable Pacific Gas and Electric Company to move out of Chapter 11 as a financially strong business
positioned to continue safe, reliable and responsive delivery of gas and electricity to its customers.

The plan substantially restructures Pacific Gas and Electric Company’s current operations. It also clearly aligns
the business environment with the regulatory environment for our reorganized businesses.

The plan separates Pacific Gas and Electric Company and PG&E Corporation into two stand-alone publicly
traded companies no longer affiliated with one another. The common shares of the reorganized Pacific Gas and
Electric Company will be distributed to PG&E Corporation shareholders.

The following chart shows the two companies as they will be organized after the plan is implemented:

Proposed Corporate Structure

PG&E
Corporation
I

Generation Electric Transmission Gas Transmission PG&E National
(Gen) (ETrans) (GTrans) Energy Group

Gen, ETrans, and GTrans will be part of PG&E Corporation and will be
regulated by the Federal Energy Regulatory Commission (FERC)

PG&E National Energy Group remains part of PG&E Corporation

Pacific Gas and
Electric Company
I

Electric Retail Gas Retail QF Power Customer and
Distribution’ Distribution’ Contracts’ Account Services'

Independent, publicly traded company

Remains regulated by the California Public Utilities Commission (CPUC)

1 Wil not operate as separate subsidiaries

Pacific Gas and Electric Company:

e Pacific Gas and Electric Company will be the largest of the reorganized units, with 70 percent of the current
utility assets (in terms of book value). Pacific Gas and Electric Company will retain its current name.

e It will have approximately 16,000 employees and generate approximately $10 billion to $12 billion in
annual revenues.

e Tt will be a separate California corporation with its own publicly traded common stock.

e Retail customers of Pacific Gas and Electric Company will continue to receive all of the same electric and
natural gas services they currently receive.



PG&E Corporation:

PG&E Corporation will have three new businesses—temporarily named Gen, ETrans and GTrans—in
addition to its existing National Energy Group business, with its integrated energy and marketing and
interstate pipeline operations.

Gen will own and operate the hydroelectric and nuclear generation facilities and associated lands, and will
assume existing power purchase contracts with irrigation districts. These assets represent approximately
7,100 megawatts of power and currently produce about 40 percent of the demand of the utility’s retail
electric customers. The power will be sold back to Pacific Gas and Electric Company under contract for

12 years.

ETrans will own and operate the bulk and local transmission system. In addition to maintaining the existing
system for efficiency and reliability, ETrans will be responsible for the continued expansion of the electric
transmission system in order to meet customer growth and market needs.

GTrans will operate 6,300 miles of transmission pipelines and three gas storage facilities, including the
transmission pipeline that forms the backbone of the natural gas delivery infrastructure for Northern and
Central California.



SELECTED FINANCIAL DATA

(in millions, except per share amounts)

PG&E Corporation™

For the Year

Operating revenues . . . . ... ... .

Operating income (10ss) . . ... ... ... . . o o

Income (Loss) from continuing operations . . .. ............

Earnings (Loss) per common share from continuing operations,
basic. ... .

Earnings (Loss) per common share from continuing operations,
diluted ... ...

Dividends declared per common share .. ................

At Year-End
Book value per common share . . . ....... ... .. ... ... ...
Common stock price pershare .. ........... ... ... ... ..
Total assets . . ... ..
Long-term debt (excluding current portion) . . .............
Rate reduction bonds (excluding current portion) . .. ... ... ..
Financial debt subject to compromise . ..................
Redeemable preferred stock and securities of subsidiaries
(excluding current portion) . . . ... ... oL

Pacific Gas and Electric Company™

For the Year

Operating révenues . . . . ... ... .
Operating income (10ss) . . ... ... ... . . oo
Income (Loss) available for (allocated to) common stock . .. ..

At Year-End

Total assets . . ... ..

Long-term debt (excluding current portion) . . .............

Rate reduction bonds (excluding current portion) . .. ... ... ..

Financial debt subject to compromise . ..................

Redeemable preferred stock and securities (excluding current
POItON) . . .o

2001 2000 1999 1998 1997
$22,959  $26,220 $20,819 $19,577 $15,255
2,736 (4,807) 878 2,098 1,762
1,000  (3,324) 13 771 745
3.00 (9.18) 0.04 2.02 1.82
2.99 (9.18) 0.04 2.02 1.82
— 1.20 1.20 1.20 1.20
$ 1191 $ 876 $ 19.13 $ 21.08 $ 21.30
19.24 20.00 20.50 31.50 30.31
35,862 36,152 29,588 33,234 31,115
7,297 5,550 6,785 7,422 7,659
1,450 1,740 2,031 2,321 2,611
5,651 — — _ _
635 635 635 635 750
$10,462 $ 9,637 $ 9,228 $ 8,924 $ 9,495
2,478 (5,201 1,993 1,876 1,820
990  (3,508) 763 702 735
$25,137  $21,988  $21,470 $22,950 $25,147
3,019 3,342 4,877 5,444 6,218
1,450 1,740 2,031 2,321 2,611
5,651 — — _ _
586 586 586 586 694

D Matters relating to certain data, including the provision for loss on generation-related regulatory assets and
under-collected purchased power costs, discontinued operations, and the cumulative effect of a change in

accounting principles, are discussed in Management’s Discussion and Analysis and in the Notes to the

Consolidated Financial Statements.



MANAGEMENT’S DISCUSSION AND ANALYSIS

PG&E Corporation is an energy-based holding company headquartered in San Francisco, California. PG&E
Corporation’s energy utility subsidiary, Pacific Gas and Electric Company (the Utility), delivers electric service to
approximately 4.8 million customers and natural gas service to approximately 3.9 million customers in Northern
and Central California. PG&E Corporation’s other significant subsidiary is PG&E National Energy Group, Inc.
(PG&E NEG), headquartered in Bethesda, Maryland. On April 6, 2001, the Utility filed a voluntary petition for relief
under Chapter 11 of the United States Bankruptcy Code (Bankruptcy Code) in the United States Bankruptcy Court
for the Northern District of California (Bankruptcy Court). Under Chapter 11, the Utility retains control of its assets
and is authorized to operate its business as a debtor-in-possession while being subject to the jurisdiction of the
Bankruptcy Court. The factors causing the Utility to take this action are discussed in this Management’s Discussion
and Analysis (MD&A) and in Notes 2 and 3 of the Notes to the Consolidated Financial Statements.

PG&E Corporation has identified three reportable operating segments, which were determined based on
similarities in economic characteristics, products and services, types of customers, methods of distribution, the
regulatory environment, and how information is reported to PG&E Corporation’s key decision makers. These
segments represent a change in the reportable segments from those reported in the year 2000. In accordance with
accounting principles generally accepted in the United States, prior year segment information has been restated to
conform to the current segment presentation. The Utility is one reportable operating segment. The other two
reportable operating segments are the Integrated Energy and Marketing (PG&E Energy) and the Interstate Pipeline
Operations (PG&E Pipeline) segments of PG&E Corporation’s subsidiary, PG&E NEG. These three reportable
operating segments provide different products and services and are subject to different forms of regulation or
jurisdictions. Financial information about each reportable operating segment is provided in this MD&A and in
Note 17 of the Notes to the Consolidated Financial Statements.

PG&E NEG is an integrated energy company with a strategic focus on power generation, natural gas
transmission, and wholesale energy marketing and trading in North America. PG&E NEG and its subsidiaries have
integrated their generation, development, and energy marketing and trading activities in an effort to create energy
products in response to customer needs, increase the returns from its operations, and identify and capitalize on
opportunities to optimize generating and pipeline capacity. PG&E NEG was incorporated on December 18, 1998,
as a wholly owned subsidiary of PG&E Corporation. Shortly thereafter, PG&E Corporation contributed various
subsidiaries to PG&E NEG. The principal subsidiaries of PG&E NEG include: PG&E Generating Company, LLC and
its subsidiaries (collectively, PG&E Gen LLC); PG&E Energy Trading Holdings Corporation and its subsidiaries
(collectively, PG&E Energy Trading or PG&E ET); PG&E Gas Transmission Corporation and its subsidiaries
(collectively, PG&E GTC), which includes PG&E Gas Transmission, Northwest Corporation and its subsidiaries
(collectively, PG&E GTN), PG&E North Baja Pipeline, LLC (PG&E NBP), and PG&E Gas Transmission, Texas
Corporation and its subsidiaries, and PG&E Gas Transmission Teco, Inc. and its subsidiaries (collectively, PG&E
GTT) (see Note 6 of the Notes to the Consolidated Financial Statements for a discussion of the sale of PG&E GTT).
PG&E Energy Services Corporation (PG&E ES), which was discontinued in 1999, provided retail energy services.
PG&E NEG also has other less significant subsidiaries.

This is a combined annual report of PG&E Corporation and the Utility. It includes separate consolidated
financial statements for each entity. The consolidated financial statements of PG&E Corporation reflect the accounts
of PG&E Corporation, the Utility, PG&E NEG, and other wholly owned and controlled subsidiaries. The
consolidated financial statements of the Utility reflect the accounts of the Utility and its wholly owned and
controlled subsidiaries. This combined MD&A should be read in conjunction with the consolidated financial
statements included herein.

This combined annual report, including our Letter to Shareholders and this MD&A, contains forward-looking
statements about the future that are necessarily subject to various risks and uncertainties. These statements are
based on current expectations and on assumptions which management believes are reasonable and on information
currently available to management. These forward-looking statements are identified by words such as “estimates,”
“expects,” “anticipates,” “plans,” “believes,” and other similar expressions. Actual results could differ materially
from those contemplated by the forward-looking statements.
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Although PG&E Corporation and the Utility are not able to predict all of the factors that may affect future
results, some of the factors that could cause future results to differ materially from those expressed or implied by
the forward-looking statements, or from historical results, include:

e the outcome of the Utility’s bankruptcy case, including:

— whether the Bankruptcy Court approves the amended disclosure statement relating to the Utility’s
proposed plan of reorganization (Plan) to be submitted to comply with the Bankruptcy Court’s
February 7, 2002 decision;

— whether the Bankruptcy Court confirms the Utility’s Plan as amended to comply with the Bankruptcy
Court’s February 7, 2002 decision;

— whether the Bankruptcy Court confirms the alternative plan of reorganization to be submitted by the
California Public Utilities Commission (CPUC) and the terms of such a plan;

— whether other parties submit alternative proposed plans of reorganization after the expiration of the
period during which only the Utility may file a proposed plan;

— whether the CPUC takes action that would negatively affect the feasibility of the proposed Plan;
— whether the Plan is materially modified or amended;

— whether the Utility is required to re-assume the obligation to purchase power for its customers from the
California Department of Water Resources (DWR) under circumstances that threaten to undermine the
Utility’s creditworthiness, financial condition, or results of operation;

— whether the Utility is required to accept assignment of the DWR’s power purchase contracts;

e assuming the Bankruptcy Court confirms the proposed Plan, whether such confirmation can be challenged
or appealed and the impact of any delay caused by such challenges or appeals on continued creditor
support of the Plan and on continued feasibility of the Plan;

e whether, even if confirmed, the Plan becomes effective, which may be affected by, among other factors:

— risks relating to the issuance of new debt securities by each of the disaggregated entities, including
higher interest rates than are assumed in the financial projections which could affect the amount of
cash that could be raised to satisfy allowed claims, and the inability to successfully market the debt
securities due to, among other reasons, an adverse change in market conditions or in the condition of
the disaggregated entities before completion of the offerings;

— whether a favorable tax ruling or opinion is obtained regarding the tax-free nature of the transactions
contemplated in the Plan;

— whether approval is obtained from the various federal regulatory agencies to implement the
transactions contemplated in the Plan, the timing of that approval, and the timing and success of any
appeals of such regulatory orders;

e assuming the Plan becomes effective, whether the Utility will be able to successfully disaggregate its
businesses;

e the effect of the Utility’s bankruptcy proceedings on PG&E Corporation and PG&E NEG, and in particular,
the impact a protracted delay in the Utility’s bankruptcy proceedings could have on PG&E Corporation’s
liquidity and access to capital markets;

e the outcome of the CPUC’s pending investigation into whether the California investor-owned utilities,
including the Utility, have complied with past CPUC decisions, rules, or orders authorizing their holding
company formations, the outcomes of the lawsuits brought by the California Attorney General, the City and
County of San Francisco, and the People of the State of California, against PG&E Corporation alleging unfair
or fraudulent business acts or practices based on alleged violations of conditions established in the CPUC’s
holding company decisions, and the outcome of the California Attorney General’s petition requesting
revocation of PG&E Corporation’s exemption from the Public Utility Holding Company Act of 1935, and the
effect of such outcomes, if any, on PG&E Corporation, the Utility, and PG&E NEG;
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the extent to which the ability of PG&E Corporation to obtain financing or capital on reasonable terms is
affected by the interpretation of the CPUC’s holding company conditions, conditions in the general
economy, the energy markets or capital markets;

the outcome of the Utility’s various regulatory proceedings pending at the CPUC, including the proceeding
to determine future ratemaking for the Utility’s retained generation (primarily hydroelectric assets and the
Diablo Canyon Nuclear Power Plant), the 2002 attrition rate adjustment and the 2003 General Rate Case;

whether the CPUC’s March 27, 2001 accounting decision regarding the Utility’s under-collected wholesale
power purchase costs is upheld and whether the Utility’s lawsuit against the CPUC for recovery of those
costs is successful;

any changes in the amount of transition costs the Utility is allowed to collect from its customers, and the
timing of the completion of the Utility’s transition cost recovery;

the amount and timing of regulatory valuation of the Utility’s hydroelectric and other non-nuclear
generation assets;

the impact on earnings of the future operating performance at the Utility’s Diablo Canyon Nuclear Power
Plant (Diablo Canyon);

legislative or regulatory changes affecting the electric and natural gas industries in the United States,
including the pace and extent of efforts to restructure the electric and natural gas industries;

the volatility of commodity fuel and electricity prices (which may result from a variety of factors, including:
weather; the supply and demand for energy commodities; the availability of competitively priced alternative
energy sources; the level of production and availability of natural gas, crude oil, and coal; transmission or
transportation constraints; federal and state energy and environmental regulation and legislation; the degree
of market liquidity; and natural disasters, wars, embargoes, and other catastrophic events); any resulting
increases in the cost of producing power and decreases in prices of power sold, and whether the Utility’s
and PG&E NEG's strategies to manage and respond to such volatility are successful;

PG&E NEG's ability to obtain financing from third parties, or from PG&E Corporation for its planned
development projects and related equipment purchases and to refinance PG&E NEG's and its subsidiaries’
existing indebtedness as it matures, in each case, on reasonable terms, while preserving PG&E NEG’s credit
quality; which could be negatively affected by conditions in the general economy, the energy markets, or
the capital markets; and the extent to which the CPUC’s holding company conditions may be interpreted to
restrict PG&E Corporation’s ability to provide financial support to PG&E NEG;

the extent to which PG&E NEG’s current or planned development of generation, pipeline, and storage
facilities are completed and the pace and cost of that completion, including the extent to which commercial
operations of these development projects are delayed or prevented because of various development and
construction risks such as PG&E NEG's failure to obtain necessary permits or equipment, the failure of
third-party contractors to perform their contractual obligations, or the failure of necessary equipment to
perform as anticipated,

the extent and timing of generating, pipeline, and storage capacity expansion and retirements by others;

the performance of PG&E NEG’s projects and the success of PG&E NEG’s efforts to invest in and develop
new opportunities;

restrictions imposed upon PG&E Corporation and PG&E NEG under certain term loans of PG&E
Corporation including maintenance of minimum segregated cash balances by PG&E Corporation and
prohibitions on payment of dividends by both PG&E Corporation and PG&E NEG;

future sales levels, which in the case of the Utility, will be affected by when the CPUC ultimately

determines that direct access has been suspended and the level of exit fees that may be imposed on direct
access customers; general economic and financial market conditions; and changes in interest rates;

volatility resulting from mark-to-market accounting and the extent to which the assumptions underlying
PG&E NEG’s and the Utility’s mark-to-market accounting and risk management programs are not realized,

the effect of compliance with existing and future environmental laws, regulations, and policies, the cost of
which could be significant;
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e heightened rating agency criteria and the impact of changes in credit ratings on PG&E NEG'’s future
financial condition, particularly a downgrade below investment grade which would impair PG&E NEG’s
ability to meet liquidity calls in connection with its trading activities and obtain financing for its planned
development projects;

e new accounting pronouncements; and
e the outcome of pending litigation.

As the ultimate impact of these and other factors is uncertain, these and other factors may cause future
earnings to differ materially from results or outcomes currently sought or expected.

In this MD&A, we first discuss our earnings guidance, we then discuss the impact of the California energy
crisis and the Utility’s bankruptcy on our liquidity, and then PG&E NEG’s liquidity. We then discuss statements of
cash flows and financial resources, and our results of operations for 2001, 2000, and 1999. Finally, we discuss our
competitive and regulatory environment, our risk management activities, and various uncertainties that could affect
future earnings. Our MD&A applies to both PG&E Corporation and the Utility.

2002 Guidance

We expect 2002 corporate earnings from operations including headroom, the difference between
generation-related revenues collected from customers at CPUC-authorized rates and our generation related costs, to
be in the $3.00 per share range. (On a regulatory accounting basis, headroom recovers previously uncollected
generation related costs that we wrote off at December 31, 2000.)

We are including headroom in earnings guidance for 2002 as a placeholder for increases in operating
revenues that could result when the Utility’s pending regulatory issues, such as the 2002 attrition rate adjustment,
the retained generation ratemaking proceeding, and others are resolved. On a quarterly basis, we expect the
amount of headroom to fluctuate materially due to many factors, including the outcome of regulatory proceedings
and other regulatory actions, sales volatility, changes in estimates of previously incurred energy procurement costs,
and the impact of the end of the rate freeze period. As a result, it is difficult to predict the amount of quarterly
headroom.

Additionally, in light of the economy and energy markets, we expect that contribution to 2002 earnings from
PG&E NEG will be down somewhat from 2001 results.

Earnings from operations exclude items impacting comparability and should not be considered an alternative
to net income as prescribed by accounting principles generally accepted in the United States.
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LIQUIDITY AND CAPITAL RESOURCES

As discussed below, the California energy crisis has impacted the credit ratings of various debt and equity
instruments. The credit ratings as of December 31, 2001, of the various debt and equity instruments of PG&E
Corporation, the Utility, and PG&E NEG are summarized in the table below:

Credit Rating

Moody’s
Standard and Investors
Poors Service
PG&E Corporation
GE/Lehman Loans. .. ........... . ... ...... . ........ Not Rated  Private Rating
Utility
Mortgage Bonds . . ... ... CCC B3
Pollution Control Bonds—Bond Insurance . . . .. ........... AAA Aaa
Pollution Control Bonds—TLetters of Credit. . ... ........... AA to A+ Not Rated
Medium-Term NOES . . . . . . . . . e D Caa2
San Joaquin Valley Power Authority Bond . . . ... .......... Not Rated Rating W/D
DWR Loan . ... .. ... Not Rated Not Rated
Senior 5-Year NoOte . . ... ... ... ... D Caa2
Revolving Credit Line . ... .......................... Not Rated Not Rated
Floating Rate NOtes . . . . . ..ot D Not Rated
Matured Commercial Paper .. ... ..................... D Not Prime
Redeemed Pollution Control Bonds—Bank Loans. ... ....... Not Rated Not Rated
Quarterly Income Preferred Securities (QUIPS) .. .......... D Caa3
Preferred Stock . . . ... ... ... D Ca
PG&E NEG
Senior Unsecured Notes due 2011 (PG&E NEG) . . ... ... .. .. BBB Baa2
Senior Unsecured Notes due 2005 (PG&E GTN) . . . ... ...... A- Baal
Senior Unsecured Debentures due 2025 (PG&E GTN). . .. .. .. A- Baal
Medium-Term Notes (nonrecourse) (PG&E GTN) . . ... ... ... A- Baal
Outstanding Credit Facilities . . . ... .................... Various Various
Term Loans-Gen Holdings . . . ... ........... .. ... ...... BBB- Baa3
Mortgage Loans and Others . . ... ....... ... .......... Not Rated Not Rated
Utility

The California energy crisis described in Note 3 of the Notes to the Consolidated Financial Statements has had
a significant negative impact on the liquidity and capital resources of the Utility. Beginning in June 2000, the
wholesale price of electric power in California steadily increased to an average cost of $0.182 per kilowatt-hour
(kWh) for the seven-month period June 2000 through December 2000, as compared to an average cost of $0.042
per kWh for the same period in 1999. During this period retail electric rates were frozen. The Utility was only
permitted to collect approximately $0.054 per kWh in frozen retail rates from its customers to pay for the Utility’s
generation-related costs. While seeking rate relief from the CPUC, the Utility financed the difference between its
wholesale electricity costs and the amount collected through frozen retail rates. By December 31, 2000, the Utility
had borrowed more than $3 billion. As of December 31, 2000, the Utility had accumulated a total of approximately
$6.9 billion in under-collected wholesale electricity costs and generation-related transition costs. This amount was
charged to earnings at December 31, 2000, because the Utility could no longer conclude that such costs were
probable of collection through regulated rates.

In January 2001, the CPUC granted an interim rate increase of $0.010 per kWh. This increase, which could not
be used to recover past procurement costs, was not sufficient to cover the on-going high wholesale electricity
costs then being experienced. As a result of the higher energy prices and the insufficient rate increase, PG&E
Corporation’s and the Utility’s credit ratings deteriorated to below investment grade. These credit downgrades,
which occurred on January 16 and 17, 2001, were events of default under one of the Utility’s revolving credit
facilities and precluded PG&E Corporation’s and the Utility’s access to the capital markets. Accordingly, the banks
stopped funding under the Utility’s revolving credit facility. On January 17, 2001, the Utility began to default on
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maturing commercial paper obligations. In addition, the Utility was no longer able to meet its obligations to
generators, qualifying facilities (QFs), the Independent System Operator (ISO), and the Power Exchange (PX), and
began making partial payments of amounts owed.

As of January 19, 2001, the Utility had no credit under which it could purchase power for its customers, and
generators were only selling to the Utility under emergency actions taken by the U.S. Secretary of Energy. As a
result, the State of California authorized the DWR to purchase electricity for the Utility’s customers. California
Assembly Bill AB 1X was passed on February 1, 2001, authorizing the DWR to enter into contracts for the supply
of electricity and to issue revenue bonds to finance electricity purchases, although the DWR indicated that it
intended to buy power only at reasonable prices to meet the Utility’s net open position, leaving the ISO to
purchase the remainder in order to avoid blackouts. (The net open position is the amount of power needed by
retail electric customers that cannot be met by utility-owned generation or power under contract to the Utility).

Throughout the energy crisis, the Utility sought relief through various regulatory proceedings and through
efforts to reach a negotiated solution with the State of California (“State”). In late March and early April 2001, the
CPUC issued a series of decisions that increased the Utility’s inability to recover past debts and increased its
exposure to significant additional costs. On March 27, 2001, the CPUC ruled on the Utility’s November 20, 2000,
request for rate relief. This decision made permanent the $0.010 per kWh interim increase authorized in
January 2001 and granted an additional $0.030 per kWh (on average) energy surcharge effective immediately, but
that would not be included in customer bills until June 2001. The revenue generated by the rate increase was to
be used only for electric power procurement costs incurred after March 27, 2001. This decision ordered the Utility
to pay the DWR the full generation-related portion of retail rates for every kWh of electricity sold by the DWR
without regard to whether overall retail rates were adequate to recover the remainder of the Utility’s cost of
service. In the same decision, the CPUC adopted an accounting proposal by The Utility Reform Network (TURN),
which retroactively restates the way in which transition costs (those costs believed to be uneconomic are discussed
further in Note 3 of the Notes to the Consolidated Financial Statements) are recovered. This retroactive change had
the effect of extending the rate freeze and reducing the amount of past wholesale power costs that could be
eligible for recovery from customers.

Also on March 27, 2001, the CPUC issued a ruling that required the Utility to begin paying the QFs in full and
within 15 days of the end of the QF’s billing cycle. On April 3, 2001, the CPUC issued a ruling which adopted a
methodology for the Utility to reimburse the DWR for power purchases made to meet the Utility’s net open
position. The Utility believes this ruling, along with other rulings, illegally compels the Utility to make payments to
the DWR and QFs without providing adequate revenues for such payments.

The Utility believes that these actions taken by the CPUC are illegal and the Utility has filed for rehearings and
appeals with the CPUC, in federal court, and with the Bankruptcy Court. The status of these proceedings is
discussed later in this MD&A.

As discussed further in Note 2 of the Notes to the Consolidated Financial Statements, as a result of (1) the
failure of the DWR to assume the full procurement responsibility for the Utility’s net open position, (2) the
negative impact of a CPUC decision that created new payment obligations for the Utility and undermined its ability
to return to financial viability, (3) a lack of progress in negotiations with the State of California to provide a
solution for the energy crisis, and (4) the adoption by the CPUC of an illegal and retroactive accounting change
that would appear to eliminate the Utility’s true under-collected wholesale electricity costs, the Utility filed a
voluntary petition for relief under the provisions of the Bankruptcy Code on April 6, 2001.

Under Chapter 11, the Utility retains control of its assets and is authorized to operate its business as a
debtor-in-possession while being subject to the jurisdiction of the Bankruptcy Court. Subsidiaries of the Utility,
including PG&E Funding, LLC (which holds the Rate Reduction Bonds) and PG&E Holdings, LLC (which holds
stock of the Utility), are not included in the Utility’s petition. Neither PG&E Corporation nor PG&E NEG has
declared bankruptcy.

The Utility’s Consolidated Financial Statements have been prepared in accordance with the American Institute
of Certified Public Accountants’ Statement of Position (SOP) 90-7, “Financial Reporting by Entities in
Reorganization Under the Bankruptcy Code,” and on a going concern basis, which contemplates continuity of
operation, realization of assets, and liquidation of liabilities in the ordinary course of business. However, as a result
of the filing, such realization of assets and liquidation of liabilities are subject to uncertainty.

Certain claims against the Utility in existence before the filing of its bankruptcy petition are stayed while the
Utility continues business operations as a debtor-in-possession. The Utility has reflected its total estimate of all
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such valid claims on the December 31, 2001, Consolidated Balance Sheets as $11.4 billion of Liabilities Subject to
Compromise, and as $3.4 billion of Long-Term Debt. Additional claims or changes to Liabilities Subject to
Compromise may arise after the filing date resulting from, among other things, resolution of disputed claims and
Bankruptcy Court actions. Payment terms for these amounts will be established through the bankruptcy
proceedings. Secured claims also are stayed, although the holders of such claims have the right to ask the
Bankruptcy Court for relief from the stay. Secured claims are secured primarily by liens on substantially all of the
Utility’s assets and by pledged accounts receivable from gas customers. The Bankruptcy Court has approved
certain payments and actions necessary for the Utility to carry on its normal business operations (including
payment of employee wages and benefits, refunds of certain customer deposits, use of certain bank accounts and
cash collateral, payments to QFs, assumption of various hydroelectric contracts with water agencies and irrigation
districts, interest on secured debt, and continuation of environmental remediation and capital expenditure
programs) and to fulfill certain post-petition obligations to suppliers and creditors.

Through September 5, 2001, the last day for non-governmental creditors to file proofs of claim, approximately
$42.1 billion of claims had been submitted. This amount includes claims filed by generators (which the Utility
believes have been significantly overstated) and claims filed by financial institutions (which the Utility believes
contain significant duplication). The Bankruptcy Court so far has disallowed approximately $9 billion of claims
filed by non-governmental entities. In addition, through October 3, 2001, the last day for governmental entities to
file proofs of claim, approximately $1.9 billion of claims had been submitted. These include, but are not limited to,
contingent environmental claims, claims for federal, state and local taxes, and claims submitted by the DWR for
approximately $430 million of energy purchases made on behalf of the Utility’s retail customers.

The claims resolution process in bankruptcy involves establishment of the validity of the claim and
determination of specifically how the claim is to be discharged. In addition, it is very common to negotiate with
creditors to achieve settlement. The Utility intends to explore settlement of claims wherever possible.

On September 20, 2001, the Utility and PG&E Corporation jointly filed with the Bankruptcy Court a proposed
plan of reorganization of the Utility under the Bankruptcy Code and a proposed disclosure statement describing
the proposed plan. Both the plan of reorganization and the disclosure statement were amended on December 19,
2001, and again on February 4, 2002, in an effort to resolve objections that had been filed by various parties. If the
amended Plan is confirmed and becomes effective, the Plan would allow the Utility to restructure its businesses,
refinance the restructured businesses, and use the proceeds from the refinancing to pay all valid claims with
interest (see Note 2 of the Notes to the Consolidated Financial Statements for a complete description of the Plan).

The Plan, which has been endorsed by the Official Committee of Unsecured Creditors and another group of
creditors, is designed to align the businesses under the regulators that best match the business functions. Retail
assets would remain under the retail regulator (CPUC) and wholesale assets would be placed under wholesale
regulators, the Federal Energy Regulatory Commission (FERC) and the Nuclear Regulatory Commission (NRC). After
this alignment, the retail-focused, state-regulated business would be a gas and electric distribution company
(Reorganized Utility) representing approximately 70 percent of the book value of the Utility’s current assets and
having approximately 16,000 employees. The wholesale businesses, which would be federally regulated (as to
price, terms, and conditions), would consist of electric transmission (ETrans), interstate gas transmission (GTrans),
and generation (Gen).

The Plan proposes that certain other assets of the Utility deemed not essential to operations would be sold to
third parties or transferred to Newco Energy Corporation (Newco), a consolidated subsidiary created by the Utility
to hold the investments in ETrans, GTrans, and Gen. Additionally, the Utility would declare and, after the assets
are transferred to the newly formed entities, pay a dividend of all of the outstanding common stock of Newco to
PG&E Corporation. Each of ETrans, GTrans, and Gen would continue to be an indirect wholly owned subsidiary of
PG&E Corporation.

The Utility’s 18,500 circuit miles of electric transmission lines and cable would be transferred to ETrans, a
California company. ETrans would operate as an independent transmission company selling transmission services
to wholesale customers (utilities) and to electric generators.

The Utility’s 6,300 miles of transmission pipelines and three gas storage facilities would be transferred to
GTrans, a California company. GTrans would hold the majority of the land, rights of way, and access rights
currently associated with Utility gas transmission pipelines. GTrans would also assume certain continuing
contractual obligations currently held by the Utility’s gas transmission operation. In addition, the Reorganized
Utility would hold a 10- to 15-year transportation and gas storage contract with GTrans.

15



The Utility’s hydroelectric and nuclear generation assets and associated lands, and the power contracts with
irrigation districts would be transferred to Gen, a California company. In total, the unit would have approximately
7,100 megawatts (MW) of generation. The facilities would be operated in accordance with all current FERC and
Nuclear Regulatory Commission (NRC) licenses. The generating business would sell its power back to the
Reorganized Utility under a 12-year contract at a stable, market-based rate.

The Plan, as amended, relies on the FERC and the Bankruptcy Court to authorize certain actions which are
outside of management’s control. These actions include allowing a shift in jurisdiction of certain of the Utility’s
assets, approving contracts between and among the newly formed entities, and preempting certain state and local
laws. Specifically, the Plan asks the Bankruptcy Court to issue the following orders or make the following findings:

e Approve the Plan, authorizing the Utility to execute, implement, and take all actions necessary or
appropriate to give effect to the transactions contemplated by the Plan and the Plan documents;

e Determine that the Utility, PG&E Corporation, and their affiliates are not liable or responsible for any DWR
power contracts or purchases of power by the DWR, or any liabilities associated therewith;

e Prohibit the Reorganized Utility from accepting an assignment of the DWR contracts;

e Prohibit the Reorganized Utility from reassuming the net open position unless the Reorganized Utility is
found to be creditworthy (as defined in the Plan documents) and a regulatory mechanism exists for the
Reorganized Utility to recover its wholesale power purchases;

e Approve the execution of the proposed service and sales contracts between the Reorganized Utility and one
or more of the disaggregated entities;

e Find that the CPUC affiliate transaction rules are not applicable to the restructuring transactions;

e Find that the approval of state and local agencies of California, including but not limited to the CPUC, shall
not be required in connection with the restructuring transactions because the Bankruptcy Code preempts
such state and local laws;

e Find that neither PG&E Corporation nor the Utility is required to comply with certain provisions of the
California Corporations Code relating to corporate distributions and the sale of substantially all of a
corporation’s assets because the Bankruptcy Code preempts such state law;

On February 7, 2002, the Bankruptcy Court issued an order concluding that bankruptcy law does not
expressly preempt state law in connection with the implementation of a plan of reorganization. Instead, the
Bankruptcy Court interpreted the applicable bankruptcy law to impliedly preempt state law where it has been
shown that enforcing the state law at issue would be an obstacle to the accomplishment and execution of the full
purposes of the bankruptcy laws. The Bankruptcy Court stated that whether a restructuring; i.e., the disaggregation
of the Utility’s businesses as proposed in the Plan, is necessary and required for a feasible reorganization, is an
issue to be determined at the confirmation hearing.

The Bankruptcy Court provided guidance as to how the Plan could be amended to obtain court approval so
that the stage would be set for the “implied preemption confirmation contest.” The Plan and disclosure statement
will be amended to (1) eliminate express preemption provisions so they can proceed to a confirmation hearing
where PG&E Corporation and the Utility intend to show that implied preemption of specified statutes is available
to confirm the Plan, and (2) state with specificity the facts demonstrating that the state and the CPUC have waived
their sovereign immunity, and, in the event the Bankruptcy Court finds that such immunity has been waived, to
provide for declaratory and injunctive relief against the state and the CPUC. If the Bankruptcy Court determines
that such sovereign immunity has not been waived, the Bankruptcy Court indicated in its February 7, 2002,
decision that it would still be able to enforce its confirmation order under certain circumstances. PG&E
Corporation and the Utility must file an amended Plan and disclosure statement by March 7, 2002. Objections to
the amended Plan and disclosure statement must be filed with the Bankruptcy Court by March 19, 2002. The
Bankruptcy Court has scheduled a hearing for March 26, 2002, to consider the adequacy of the amended
disclosure statement and to resolve objections.

The CPUC has filed with the Bankruptcy Court a term sheet depicting its alternative plan of reorganization on
February 13, 2002. The CPUC’s term sheet does not call for realignment of the Utility’s business and provides for
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the continued regulation of all of the Utility’s current operations by the CPUC. Other significant components of the
CPUC’s plan include:

e Prohibits the Utility from declaring or making cash distributions to PG&E Corporation (including by way of
dividends and stock repurchases) through 2003;

e Provides for shareholders to contribute a projected $1.2 billion from the return on rate base for the period
December 1, 2001, through January 3, 2003;

e Assumes the Utility will satisfy FERC’s creditworthiness requirements and will resume purchasing the net
open position no later than January 2003;

e Keeps current Utility rates in effect until no later than January 31, 2003, the assumed effective date of the
CPUC plan. After all debts are paid in full, or reinstated, the CPUC would establish a cost of service rate
structure;

e Establishes a Litigation Trust for the benefit of the Utility’s customers which would be funded with (1) cash
from the Utility in an amount to be determined, and (2) proceeds from settlement of various claims and
causes of action including: (a) claims against PG&E Corporation (See Order Instituting Investigation (OID)
into Holding Company Activities and Attorney General Complaint in Regulatory Matters), (b) refund claims
from electric generators pending before FERC, if any, (¢) other claims against electric generators, and (d) up
to the first $1.75 billion of proceeds from the federal lawsuit filed by the Utility against the CPUC (See
Federal Lawsuit in Regulatory Matters);

e Assumes all valid claims (together with post petition interest at the lowest non-default contract rate, or if no
contract or non-default rate exists, then the federal judgment rate) will be satisfied in full through a
combination of cash (estimated to be $6.9 billion by January 31, 2003), and reinstatement of certain of the
Utility’s long-term indebtedness and other obligations (approximately $5.8 billion); and

e Assumes the Utility will obtain a credit facility to fund capital expenditures, working capital, and if
necessary, distributions to unsecured creditors.

The CPUC’s proposed timeline for its alternate plan provides for confirmation hearings to begin on or before
September 16, 2002 and for the plan to become effective on or before January 31, 2003.

PG&E Corporation and the Utility do not believe the CPUC’s plan is credible because it overstates the
available cash, understates the debt and other obligations, and undermines the Utility’s ability to invest in electrical
system reliability. PG&E Corporation and the Utility also do not believe the CPUC’s plan will restore the Utility to
investment grade status when the plan becomes effective. On February 27, 2002 the Bankruptcy Court decided to
permit the CPUC to formally file its proposed plan. The CPUC must submit its alternative plan by April 15, 2002.

PG&E Corporation and the Utility are unable to predict whether the Bankruptcy Court will confirm the Plan,
whether the Bankruptcy Court will confirm the CPUC’s alternative plan, or whether other parties may file an
alternative plan of reorganization after June 30, 2002 when the period during which only the Utility (except the
CPUC) may file a proposed plan will expire. Consideration of alternative plans could cause delays in the Plan’s
current schedule. PG&E Corporation and the Utility cannot predict what will be in these other parties’ plans or
whether they will be confirmed by the Bankruptcy Court. Further, assuming the Bankruptcy Court confirms the
Plan, implementation may be impacted by appeals, which could also cause delays. Accordingly, the filing for
bankruptcy protection and the related uncertainty around the plan of reorganization that is ultimately adopted will
have a significant impact on the Utility’s future liquidity and results of operations. The Utility is not able at this
time to predict the outcome of its bankruptcy case, or the effect of the Chapter 11 reorganization process on the
claims of the creditors of the Utility or the interests of the Utility’s preferred security holders. However, the Utility
believes, based on information presently available to it, that cash and cash equivalents on hand at December 31,
2001, of $4.3 billion and cash available from operations will provide sufficient liquidity to allow it to continue as a
going concern through 2002.

PG&E Corporation

The liquidity and financial condition crisis faced by the Utility also negatively impacted PG&E Corporation.
Through December 31, 2000, PG&E Corporation funded its working capital needs primarily by drawing down on
available lines of credit and other short-term credit facilities. At December 31, 2000, PG&E Corporation had
borrowed $185 million against its five-year revolving credit agreement and had issued $746 million of commercial
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paper. On January 16 and 17, 2001, PG&E Corporation’s credit ratings were downgraded along with the Utility’s
ratings to below investment grade, and the banks refused any additional borrowing requests and terminated their
remaining commitments under existing credit facilities. Commencing January 17, 2001, PG&E Corporation began to
default on its maturing commercial paper obligations.

On March 1, 2001, PG&E Corporation refinanced its debt obligations with $1 billion in aggregate proceeds
from two term loans under a common credit agreement with General Electric Capital Corporation (GECC) and
Lehman Commercial Paper Inc. (LCPD). The obligations under the credit agreement are secured by a pledge of
PG&E Corporation’s interest in PG&E NEG. The credit agreement also provided GECC and LCPI an option to
purchase for $1.00 up to a 3 percent ownership interest in PG&E NEG, depending upon how long the loans are
outstanding. In accordance with the credit agreement, the proceeds, together with other PG&E Corporation cash,
were used to pay $501 million in commercial paper (including $457 million of commercial paper on which PG&E
Corporation had defaulted), $434 million in borrowings under PG&E Corporation’s long-term revolving credit
facility, and $109 million to PG&E Corporation shareholders of record as of December 15, 2000, in satisfaction of a
defaulted fourth quarter 2000 dividend. Further, approximately $99 million was used to prepay the first year’s
interest under the credit agreement and to pay transaction expenses associated with the debt restructuring.

In November 2001, and March 2002, PG&E Corporation signed agreements to amend its current $1 billion
aggregate term loan credit facility with GECC and LCPI and their assignees. The original debt obligation, entered
into on March 1, 2001, permitted PG&E Corporation to extend the term of the credit facility, which would
otherwise expire on March 1, 2003, for an additional year. The amendments, provide for two additional one-year
extensions to the term of the credit facility contingent upon PG&E Corporation making a principal payment of
$308 million by June 3, 2002, so that the termination date could be extended to March 2, 2006. As a condition for
the exercise of each of the one-year extensions, PG&E Corporation must pay a fee of 3 percent of the
then-outstanding balance and also issue to the lenders additional options equal to approximately 1 percent of the
common stock of PG&E NEG. If PG&E Corporation extends the term from March 1, 2003, using the initial
extension, the fee will be 2 percent of the then-outstanding balances for each six-month period.

The credit agreement with GECC and LCPI provides that a failure to comply with financial covenants will
constitute an event of default, after applicable grace periods. These covenants include, among other things, the
requirement that PG&E NEG maintain an investment grade credit rating and a ratio of fair market value to the
aggregate amount of principal outstanding under the loan of at least 2:1, and that PG&E Corporation maintain a
cash reserve of at least 15 percent of the loan balance until March 2, 2004, and 10 percent thereafter, unless
interest is prepaid. In addition, failure of PG&E NEG to maintain at least a 1.25:1 ratio of fair market value to loan
balance would constitute an immediate event of default and result in acceleration of the loan.

PG&E Corporation itself had cash and short-term investments of $348 million at December 31, 2001, and
believes that the funds will be adequate to maintain PG&E Corporation’s continuing operations through 2002. In
addition, PG&E Corporation believes that it and its non-CPUC regulated subsidiaries are protected from the
bankruptcy of the Utility.

PG&E NEG

The national markets in which PG&E NEG participates are experiencing the first sustained downturn in the
electric power commodity business cycle since electric deregulation began in the mid-1990s. Price spikes
beginning in 1997 and 1998 culminated in peak prices in 2000 and early 2001. New supply additions begun under
the high-price period, combined with a softening economy, have resulted in projected excess energy supply. The
price of electricity minus the cost of fuel, or spark spread, available in most regional wholesale energy markets has
declined recently, and prices and spark spreads in the forward markets in which PG&E NEG transacts much of its
business for its generating portfolio have declined as well.

On December 2, 2001, a major participant in the energy business, Enron Corp. (Enron), filed for protection
under Chapter 11 of the U.S. Bankruptcy Code (Enron Bankruptcy). The Enron Bankruptcy had little impact on the
energy commodity markets which have remained liquid and efficient. Although Enron was a significant participant
in the energy trading business, a large portion of Enron’s transactions was purely financial, thereby minimizing
impacts on the physical energy markets. In addition, significant reporting in the public press during the months
preceding the Enron Bankruptcy enabled many counterparties, including PG&E NEG, to reduce their exposure to
Enron.
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In contrast to the minimal impact on the energy trading markets, the Enron Bankruptcy exacerbated
uncertainty in the capital markets for energy companies, which was initially triggered by the California energy
crisis and the Utility’s bankruptcy. Analysts are now expecting improved accounting and reporting standards, and
the rating agencies are reviewing the credit quality and credit ratings of many energy companies. Moody’s
Investors Service (Moody’s) has particularly focused on rating triggers and has indicated that it is revising its view
of debt to total capitalization levels and other key credit criteria when assigning credit ratings. Continued capital
market uncertainty or any lowering of PG&E NEG’s credit rating would adversely impact PG&E NEG’s access to
capital or its cost to access capital and could impede PG&E NEG’s growth plans and cash liquidity positions.

A lower level of economic activity may result in a decline in energy consumption and new electric supply
additions begun during more robust economic conditions are beginning to commence operation. The combination
of decreased consumption and increased supply may result in excess supply and declining operating margins for
electric generators. Furthermore, these same factors may result in lower price volatility for energy products,
potentially reducing profits from energy trading activities.

In response to these market changes, PG&E NEG may defer, cancel, sell joint ventures in, or otherwise
dispose of some or all of its projects in development and the equipment associated with those projects. In
connection with PG&E NEG’s current revised development plans, it has restructured some of the equipment
purchase and option commitments to provide additional flexibility in payment terms and delivery schedules to
better accommodate the potential delay, swap, or sale of generation projects in development. If PG&E NEG
determines to further defer or cancel a project, it may create a mismatch between equipment delivery schedules
and development plans. If equipment delivery schedules cannot be adjusted, PG&E NEG may be compelled to
choose between paying for equipment in which it would have to store for future use or terminating its
commitment to purchase such equipment. If PG&E NEG decides to terminate equipment, then it would incur
termination costs to the equipment vendors consisting of amounts shown on the balance sheet plus additional
cash payments, if any, due upon termination (Termination Costs). PG&E NEG’s exposure for these Termination
Costs gradually increases over time. PG&E NEG’s cash exposure for Termination Costs would be offset by amounts
expended for the equipment through the date of termination.

In December 2000, and in January and February 2001, PG&E Corporation and PG&E NEG completed a
corporate restructuring of PG&E NEG, known as a “ringfencing” transaction. The ringfencing involved the creation
or use of limited liability companies as intermediate owners between a parent and its subsidiaries. The
intermediate owners, which are consolidated in the accompanying financial statements are: PG&E National Energy
Group, LLC which owns 100 percent of the stock of PG&E NEG, PG&E GTN Holdings LLC which owns
100 percent of the stock of PG&E GTN, and PG&E Energy Trading Holdings LLC which owns 100 percent of the
stock of PG&E Energy Trading Holdings Corporation. In addition, in March 2001, PG&E NEG’s organizational
documents were modified to include the same structural elements as those of these new companies. The
organizing documents of these new companies require unanimous approval of their respective boards of directors,
including at least one independent director, before they can (1) consolidate or merge with any entity, (2) transfer
substantially all of their assets to any entity, or (3) institute or consent to bankruptcy, insolvency, or similar
proceedings or actions. The new companies may not declare or pay dividends unless the respective boards of
directors have unanimously approved such action, and the company meets specified financial requirements. After
the ringfencing structure was implemented, two independent rating agencies, Standard & Poor’s (S&P) and
Moody’s, reaffirmed investment grade ratings for PG&E GTN and PG&E Gen LLC and issued investment grade
ratings for PG&E NEG. S&P also issued an investment grade rating for PG&E ET.

STATEMENTS OF CASH FLOWS FOR 2001, 2000, AND 1999

PG&E Corporation normally funds investing activities from cash provided by operations after capital
requirements, and, to the extent necessary, external financing. PG&E Corporation’s policy is to finance its
investments with a capital structure that minimizes financing costs, maintains financial flexibility, and, with regard
to the Utility, complies with regulatory guidelines. However, the Utility is currently operating as a
debtor-in-possession under Chapter 11 of the Bankruptcy Code. While certain pre-petition debts are stayed, the
Utility does not have access to external funding from the capital markets. Additionally, the Utility is in default
under its credit facilities, commercial paper, floating rate notes, senior notes, pollution control reimbursement
agreements, and medium-term notes resulting from its failure to pay certain of its obligations. The event of default
under each security has been stayed in accordance with the bankruptcy proceedings. The Utility has been making
the capital investment in its infrastructure out of cash on hand under supervision of the Bankruptcy Court. It is
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uncertain whether the Utility will be able to continue to make such necessary capital investment in the future. See
Note 2 of the Notes to the Consolidated Financial Statements for a discussion of the Chapter 11 bankruptcy filing.

PG&E Corporation - Consolidated
Cash Flows from Operating Activities

Net cash provided by PG&E Corporation’s operating activities totaled $5,300 million, $705 million, and
$2,302 million in 2001, 2000, and 1999, respectively. The increase between 2001 and 2000 is primarily attributed to
the Utility’s pre-petition obligations being stayed under Chapter 11 of the Bankruptcy Code, and deliveries on
previously held trading positions at PG&E NEG. The decrease in cash flows from operating activities between 2000
and 1999 is primarily attributed to the Utility’s additional electric procurement costs associated with the California
energy crisis, with no regulated rate recovery.

Cash Flows from Investing Activities

Cash used in investing activities was $2,900 million, $1,690 million, and $234 million in 2001, 2000, and 1999,
respectively.

During 2001, 2000, and 1999, PG&E Corporation used $2.7 billion, $2.3 billion, and $1.7 billion, respectively,
for upgrades and expansions of its facilities in operation or under construction. These capital expenditures were
partially offset by the 1999 divestitures of generation facilities at the Utility and by the completed sales of the
PG&E ES and PG&E GTT business units in 2000. In 2000, PG&E Corporation sold its energy services retail business
for $85 million and its value-added services business and various other assets for $18 million. PG&E NEG received
$306 million, which included a working capital adjustment, for the sale of PG&E GTT. The sale also included the
purchaser’s assumption of liabilities associated with PG&E GTT and debt having a book value of $564 million. In
1999, the Utility received proceeds of $1,014 million from the sale of generation facilities.

Cash Flows from Financing Activities

PG&E Corporation net cash provided (used) by financing activities totaled $591 million, and $3,075 million
and $(1,940) million in 2001, 2000, and 1999, respectively. The Utility and PG&E NEG financing activities are
discussed below. In 2001, PG&E Corporation netted $906 million in proceeds from a loan agreement, which,
together with cash on hand and from cash operating activities, was used to repay defaulted commercial paper,
other loans, and the $109 million in defaulted fourth quarter 2000 dividends. On a consolidated basis, net cash
provided by financing activities in 2000 was achieved principally through borrowings under credit facilities and the
issuance of short-term and long-term debt needed to fund energy purchases. Overall, net cash used by financing
activities in 1999 was used principally to retire debt, repurchase outstanding common stock, and pay dividends.

During 2001, 2000, and 1999, PG&E Corporation issued $15 million, $65 million, and $54 million of common
stock, respectively, primarily through the Dividend Reinvestment Plan and the Stock Option Plan component of
the Long-Term Incentive Program. During 2001, 2000, and 1999, PG&E Corporation paid dividends on its common
stock of $109 million, $436 million, and $465 million, respectively.

During 2001, 2000, and 1999, PG&E Corporation repurchased $0.5 million, $2 million, and $693 million of its
common stock, respectively. The 1999 repurchases were executed through separate accelerated share repurchase
programs. 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. In February 1999, PG&E
Corporation used the remaining funds available under this authorization to purchase 16.6 million shares at a total
cost of $531 million. A subsidiary of PG&E Corporation made this repurchase, along with subsequent stock
repurchases. The stock held by the subsidiary is treated as treasury stock and is reflected as Stock Held by
Subsidiary on the Consolidated Balance Sheets of PG&E Corporation.

In October 1999, the Board of Directors of PG&E Corporation authorized the repurchase of an additional
$500 million of PG&E Corporation’s common stock on the open market. This authorization supplemented the
approximately $40 million remaining from the amount previously authorized. The authorization for share
repurchase extended through September 30, 2001. As of December 31, 1999, PG&E Corporation had, through its
wholly owned subsidiary, repurchased an additional 7.2 million shares, at a cost of $159 million, under this
authorization. PG&E Corporation is precluded by its March 2, 2001, credit agreement with GECC and LCPI from
repurchasing any more of its common stock until the loans are repaid.
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Utility

The following section discusses the Utility’s significant cash flows from operating, investing, and financing
activities for the three-year period ended December 31, 2001.

Cash Flows from Operating Activities

Net cash provided by the Utility’s operating activities increased to $4,765 million in 2001 from $555 million in
2000. The increase is due to the Utility’s pre-petition obligations being stayed under the provisions of Chapter 11
of the Bankruptcy Code (see Note 2 of the Notes to the Consolidated Financial Statements), generation-related
revenues exceeding generation-related costs, and the receipt of the 2000 income tax refund of $1.1 billion.

The decrease of $1,625 million between 1999 and 2000 is attributable to the California energy crisis and the
significant deterioration of the Utility’s financial condition, primarily caused by the electric procurement costs of
$6,465 million. These costs have not been recovered from ratepayers.

Cash Flows from Investing Activities

The primary uses of cash from investing activities were additions to property, plant and equipment. While the
Utility is in Chapter 11, these expenditures will be funded from cash provided by operating activities. The Utility’s
estimated capital spending for 2002 is $1,556 million. The Utility’s capital expenditures were $1,343 million,
$1,245 million, and $1,181 million for the years ended December 31, 2001, 2000, and 1999, respectively.

During 1999, the Utility sold three fossil-fueled generation facilities and its geothermal generation facilities.
These sales closed in April and May 1999, respectively, and generated proceeds of $1,014 million.

Cash Flows from Financing Activities

Net cash used by financing activities in 2001 was $430 million, reflecting repayment of long-term debt of
$401 million, and net repayments under credit facilities and short-term borrowings of $28 million.

While the Utility’s bankruptcy case is pending, the Utility is prohibited from paying pre-petition obligations
without permission from the Bankruptcy Court. Before the Utility filed its petition, it had paid $18 million related
to the maturity of the Utility’s various medium-term notes, made net repayments under credit facilities and
short-term borrowings of $28 million, and paid $93 million of maturing mortgage bonds. The Utility is current with
all interest and sinking fund payments on its mortgage bonds. The Utility also paid $290 million related to the
maturity of the Rate Reduction Bonds held by the Utility’s wholly owned subsidiary. On February 27, 2002, the
Bankruptcy Court approved the Utility’s payment of $333 million of mortgage bonds maturing in March 2002.

The Utility maintained a $1 billion credit facility, which is due to expire in November 2002. The unused
portion of this facility was cancelled by the bank lending group on January 23, 2001. This facility was previously
used to support the Utility’s commercial paper program and other liquidity requirements. As of December 31, 2001,
the Utility had drawn, and had outstanding, $938 million under this facility to repay maturing commercial paper. In
addition, the total defaulted commercial paper outstanding as of December 31, 2001, formerly backed by both this
and another now-cancelled facility, was $873 million.

Due to the bankruptcy filing, the Utility is unable at this time to repay its unsecured pre-petition creditors. The
Utility has not made interest payments on the following unsecured debt: medium-term notes, $680 million of
senior notes, $1,240 million floating rate notes, commercial paper, bank loans, and other unsecured debt. The
Utility has not made principal payments on $1,363 million of unsecured debt that matured from April 2001 through
December 2001. The Utility is accruing interest on all unpaid debt obligations and compounding interest at interest
rates described in the Plan.

The Utility’s pollution control loan agreements are primarily secured by irrevocable letters of credit (LOC). As
a result of the voluntary petition for Chapter 11, the Utility is in default under the credit providers’ reimbursement
agreements. Consequently, $454 million of the pollution control loan agreements were declared due and payable,
and were funded by drawdowns on the LOCs. Interest payments are current on the remaining $814 million of
pollution control loan agreements.

Net cash provided by financing activities in 2000 was $1,937 million, primarily due to net borrowings under
the credit facilities and short-term borrowings of $2,630 million and five-year fixed-rate note issues of $680 million,
partially offset by the repayment of long-term debt of $597 million, common stock repurchased of $275 million,
and dividends paid of $475 million.
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The Utility drew on its credit facility in the amount of $614 million and issued commercial paper of
$776 million in 2000. Also, in November 2000, the Utility issued $1,240 million of 364-day floating rate notes.

The Utility’s long-term debt that either matured, was redeemed, or was repurchased during 2000 totaled
$597 million. Of this amount, (1) $110 million related to the maturity of its 6.63 percent and 6.75 percent mortgage
bonds, due June 1, and December 1, 2000, respectively, (2) $81 million related to the Utility’s repurchase of
various pollution control loan agreements, (3) $113 million related to the maturity of the Utility’s various
medium-term notes, (4) $3 million related to the other scheduled maturities of long-term debt, and (5) $290 million
related to maturity of Rate Reduction Bonds.

In April 2000, a subsidiary of the Utility repurchased from PG&E Corporation 11.9 million shares of its
common stock at a cost of $275 million in order to maintain its authorized capital structure. During 2000 and 1999,
the Utility did not redeem or repurchase any of its preferred stock.

Net cash used by financing activities in 1999 was $2,256 million and resulted from net repayments under the
credit facilities and short-term borrowings of $219 million, repayment of long-term debt of $672 million, common
stock repurchased of $926 million, and dividends paid of $440 million.

The Utility’s long-term debt that either matured, was redeemed, or was repurchased during 1999 totaled
$672 million. Of this amount, (1) $290 million related to the Rate Reduction Bonds maturing, (2) $135 million
related to the Utility’s repurchase of mortgage and various other bonds, (3) $147 million related to the maturity of
various Utility mortgage bonds, and (4) $100 million related to the maturities and redemption of various of the
Utility’s medium-term notes and other debt.

In December 1999, 7.6 million shares of the Utility’s common stock, with an aggregate purchase price of
$200 million, were purchased by a subsidiary of the Utility. These repurchases are reflected as Common Stock
Held by Subsidiary on the Consolidated Balance Sheets of the Utility. Earlier in 1999, the Utility repurchased from
PG&E Corporation and cancelled 20 million shares of its common stock for an aggregate purchase price of
$726 million, in order to maintain its authorized capital structure.

PG&E NEG

PG&E Energy and PG&E Pipeline business sectors require substantial amounts of liquidity and capital
resources to support construction, working capital, and counterparty credit requirements. PG&E NEG’s strategy is
to finance operations using a combination of funds from operations, equity, long-term debt (secured directly by
those assets without recourse to other entities), long-term corporate borrowings in the capital markets, operating
leases and short and medium term bank facilities that provide working capital, letters of credit and other liquidity
needs. During 2001, PG&E NEG took steps to enhance its liquidity and therefore at December 31, 2001, PG&E
NEG had $725 million in cash and approximately $800 million available in unused credit lines.

Neither PG&E NEG nor PG&E Corporation require approval of lenders to sell to third parties all or a portion
of the equity of a number of lower level subsidiaries, including those holding advanced development projects, so
long as PG&E NEG retains the proceeds as cash, uses the proceeds to pay down debt or reinvests the proceeds in
the business. Options that PG&E NEG is currently evaluating for raising equity include: a private placement of
common or preferred equity, the sale of all or a portion of certain projects in operation or development, and the
issuance of equity in an entity that holds a selected group of generating projects, primarily including projects
currently in advanced development. At present, PG&E NEG is unable to sell equity securities in the SEC registered
public markets due to market conditions or circumstances of the Utility and PG&E Corporation.

Funds from operations come from distributions from PG&E NEG’s subsidiary companies. Cash flow
distributions from subsidiaries are subject to various debt covenants, organizational by-laws, and partner approvals
that can restrict these entities from distributing cash to PG&E NEG unless, among other things, debt service, lease
obligations, and any applicable preferred payments are current, the applicable subsidiary or project affiliate meets
certain debt service coverage ratios, a majority of the participants approve the distribution, and there are no events
of defaults. In addition, the subsidiaries that own PG&E NEG’s natural gas transmission facilities and its energy
trading businesses have been “ringfenced” and cannot pay dividends unless the subsidiary’s board of directors, or
board of control, including its independent director, unanimously approves the dividend payment, and the
subsidiary has either a specified investment grade credit rating or meets a consolidated interest coverage ratio of
greater than or equal to 2.25 to 1.00 and a consolidated leverage ratio less than or equal to 0.70 to 1.00.

22



Cash Flows from Operating Activities

During 2001, PG&E NEG generated net cash from operating activities of $405 million. Net cash from operating
activities before changes in working capital accounts and price risk management assets and liabilities was
$125 million. This increase was principally due to the improved results of operations in 2001 offset by the timing
of deferred tax benefits and lower distributions from unconsolidated affiliates. Net cash inflow related to the
change in inventories, prepaid expenses, deposits, restricted cash, and other was $83 million, while the change in
accounts receivables, accounts payables, and accrued liabilities increased cash flow by $42 million. Change in
price risk management assets and liabilities increased cash flow by $155 million. Operating cash flows include
payments of $81 million under power purchase agreements, a portion of which is offset by cash receipts from
long-term receivables reflected in investing activities.

During 2000, PG&E NEG generated net cash from operating activities of $172 million. Net cash from operating
activities before changes in working capital accounts and price risk management assets and liabilities was
$267 million. This increase was principally due to the timing of deferred tax benefits and higher distributions from
unconsolidated affiliates. Net cash related to the change in inventories, prepaid expenses, deposits, restricted cash,
and other was reduced by $139 million, while the change in accounts receivables, accounts payables, and accrued
liabilities increased cash flow by $65 million. The change in price risk management assets and liabilities decreased
cash flow by $21 million. Operating cash flows include payments of $75 million under power purchase
agreements, a portion of which is offset by cash receipts from long-term receivables reflected in investing activities.

During 1999, PG&E NEG generated net cash from operations of $88 million. Net cash from operating activities
before changes in working capital accounts and price risk management assets and liabilities was $198 million. This
increase was principally due to improved operations offset by the timing of deferred tax benefits. Net cash related
to the change in inventories, prepaid expenses, deposits, restricted cash, and other was an increase of
$109 million, while the change in accounts receivables, accounts payables, and accrued liabilities decreased cash
flow by $98 million. The change in price risk management assets and liabilities decreased cash flow by
$121 million. Operating cash flows include payments of $66 million under power purchase agreements, a portion
of which is offset by cash receipts from long-term receivables reflected in investing activities.

Cash Flows from Investing Activities

During 2001, PG&E NEG used net cash of $1.6 billion for investing activities which were primarily attributable
to capital expenditures associated with generating projects in construction and advanced development and turbine
and other equipment commitments.

During 2000, PG&E NEG used net cash of $864 million for investing activities. Primary cash outflows from
investing activities were for capital expenditures of $900 million and the acquisition of Attala Generating Company
LLC (Attala) for $311 million in cash. These outflows were partially offset by the receipt of $442 million in
proceeds from sales of assets and equity investments.

During 1999, PG&E NEG used net cash of $180 million for investing activities. Investing activities in 1999
consisted principally of $267 million in capital expenditures, partially offset by proceeds from the sale of assets or
equity investments of $90 million.

Cash Flows from Financing Activities

During 2001, PG&E NEG entered into a series of financial transactions to support the construction and
acquisition of new assets, finance equipment deposits, refinance existing indebtedness, and provide liquidity and
working capital for energy trading and other business activities. These credit facilities have been reviewed by S&P
and Moody’s, in establishing and maintaining the credit ratings of PG&E NEG and its subsidiaries.

PG&E NEG and its subsidiaries maintain the following credit facilities, and have undertaken the following
major financings.

On May 22, 2001, PG&E NEG completed an offering of $1 billion in senior unsecured notes (Senior Notes)
and received net proceeds of approximately $972 million after bond debt discount and note issuance costs. PG&E
NEG has used a portion of the net proceeds and intends to use the balance of the net proceeds to pay down
existing revolving debt, to fund investment in generating facilities and pipeline assets, and for working capital
requirements and other general corporate requirements. These Senior Notes bear interest at 10.375 percent per
annum and mature on May 16, 2011.
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In May 2001, PG&E NEG established a revolving credit facility of up to $280 million to fund turbine payments
and equipment purchases associated with its generation facilities. The facility is due to be fully repaid on
December 31, 2003. As of December 31, 2001, PG&E NEG had borrowed $221 million against this total borrowing
capacity.

PG&E NEG maintains various revolving credit facilities at subsidiary levels which currently are available to
fund its capital and liquidity needs. PG&E NEG’s generation operation maintains a $100 million revolving credit
facility which expires in September 2003. PG&E GTN maintains a $100 million revolving credit facility that expires
in May 2002. Outstanding loans on these two facilities are charged London Interbank Offering Rate (LIBOR)-based
interest rates, with an interest rate spread over LIBOR tied to the credit rating of the applicable subsidiary and the
amount drawn on the facility. As of December 31, 2001, PG&E NEG had borrowed $160 million against its
$200 million borrowing capacity under these facilities.

In August 2001, PG&E NEG arranged a $1.25 billion working capital and letter of credit facility consisting of
$500 million with a two-year term and $750 million with a 364-day term maturing in August 2003 and August 2002,
respectively. PG&E NEG uses this facility to provide working capital and liquidity to its businesses, for letters of
credit to fund development and early phase construction expenditures, and for other general corporate purposes.
Outstanding loans under this facility are charged LIBOR-based interest rates and an interest rate spread over LIBOR
tied to PG&E NEG’s credit ratings. On December 31, 2001, $115 million of letters of credit were outstanding under
this facility (with a maximum capacity to issue $650 million) and borrowings of $330 million were outstanding
under this facility.

In September 2001, PG&E NEG closed a $69.4 million non-recourse secured five-year project financing for the
construction of the Plains End generating project in Colorado. As of December 31, 2001, there was $23.3 million
outstanding under this financing. As of December 31, 2001, PG&E NEG had invested $16.2 million in the Plains
End project and had a payment guarantee to the construction contractor of $5 million.

In December 2001, PG&E NEG closed a new $1.075 billion five-year non-recourse project financing for the
GenHoldings I, LLC portfolio of projects secured by the Millennium, Harquahala, and Athens projects. PG&E NEG
has provided a guarantee of the equity commitment for these projects of $701 million, of which $251 million
remains to be contributed. The equity is scheduled to be funded pro-rata with the debt at a 60/40 debt/equity
ratio, although equity infusions could be triggered earlier by a downgrade of PG&E NEG’s unsecured debt to
below investment grade by both S&P and Moody’s, or the failure to meet certain debt covenants of the unsecured
debt. This financing was used to reimburse PG&E NEG and repay debt to pay for a portion of the construction
costs already incurred on these projects, and will be used to fund a portion of the balance of the construction
costs through completion. As of December 31, 2001, there was $449.5 million outstanding under this financing.
PG&E NEG has contributed $450 million of equity-in-kind in the form of the Millennium project and partial
construction of the Athens and Harquahala projects to GenHoldings I, LLC, and is committed to contribute
additional equity during the construction period, which is projected to be completed by the third quarter of 2003.

Cash flow from financing activities by PG&E NEG were $1,140 million, $1,202 million, and $152 million in
2001, 2000, and 1999, respectively. Net cash provided by financing activities in 2001 related to the net proceeds
received from the issuance of the Senior Notes partially offset by repayments of amounts borrowed under credit
facilities.

During 2000, net cash provided by financing activities was $1,202 million. Net cash provided by financing
activities resulted primarily from capital contributions by PG&E Corporation of $608 million, partially offset by
distributions of $106 million and other items.

During 1999, net cash provided by financing activities was $152 million. This amount includes borrowings and
debt issuances totaling $463 million. PG&E NEG declared and paid to PG&E Corporation a dividend of
$111 million in 1999. During 1999, PG&E NEG also repaid a total of $269 million of long-term debt, including
PG&E GTT mortgage bonds and senior notes.
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COMMITMENTS AND CAPITAL EXPENDITURES

PG&E Corporation has numerous outstanding contractual obligations and commitments which include those
for capital spending, debt principal payment provisions, electricity, gas purchasing transportation and pipeline
capacity, nuclear fuel components, operating leases, tolling agreements, turbine purchases, project financing, and
guarantees with counterparties. At December 31, 2001, the following table provides information about PG&E
Corporation’s contractual obligations and commitments.

2002 2003 2004 2005 2006  Thereafter
(dollars in millions)
Utility:
Power purchase agreements™ .. ... ............... $1,513 $1,473 $1,453 $1,436 $1,336 $8,404
Natural gas supply and transportation . . . .. .......... 358 110 88 77 21 5
Operating leases . . . ... .. .. .. .. .. ... 11 11 12 12 11 18
Nuclear fuel . ... .. ... .. .. .. .. .. 81 35 34 12 14 11

Long-term debt:
Liabilities not subject to compromise:

Fixed rate principal obligations . ... ............ 333 281 310 290 — 2,138
Average interest rate . . . ... ... ... ... 7.88%  6.25%  6.25%  5.89% —% 7.25%
Liabilities subject to compromise:
Fixed rate principal obligations . ... ............ 134 41 54 696 1 261
Average interest rat€ . . . ... ... ... ... 771% 638% 7.51% 9.56%  9.45% 5.96%
Variable rate principal obligations . ............. 349 265 — — — —
Rate reduction bonds .. ....... .. ... o oL 290 290 290 290 290 290
Average interest rate . . ... ... .. ... ... 6.30% 6.36% 6.42% 6.42%  6.44% 6.48%
PG&E NEG:
Construction commitments. . . . . . . .. ... ... 1,109 202 6 — — —
Tolling agreements . . .. ... ... ... .. 50 135 191 204 201 3,401
Turbine and equipment purchases . ... .......... ... 255 211 208 324 309 1,522
Fuel supply and natural gas transportation agreements . . . 126 113 107 98 92 483
Power purchase agreements . .. .................. 252 255 201 262 265 1,973
Operating leases . . . ... ... .. 72 70 79 79 80 895
Other .. ... 31 24 17 18 20 134
Long-term debt:
Variable rate obligations . . ... ... ... .. .. .. .. ... 14 842 31 41 47 999
Fixed rate obligations . .. ..................... 34 6 — 250 1 1,157
Average interest rate . ... ... .. ... 5.89%  7.49% 8.28% 8.04%  8.86% 8.94%
PG&E Corporation:
Long-term debt. .. ... .. .. .. .. .. .. .. ... .. .. ... — 1,000 — — — —

@ The amounts in the table include estimates of amounts that will be paid to QFs under various agreements
where terms are being renegotiated as a result of the Utility’s bankruptcy.
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Utility

The Utility has contractual commitments for the supply of electricity and gas. Under current CPUC regulations,
electric energy and capacity are provided by independent power producers that are QFs, irrigation districts, and
water agencies. Natural gas is provided by gas suppliers in the western U.S. under contracts of varying lengths,
and transportation to California is provided under long-term supply and transportation service contracts with
various Canadian and U.S. interstate pipeline companies. In addition, the Utility has purchase agreements for
nuclear fuel components and services for use in its Diablo Canyon Nuclear Power Plant.

As a result of the California energy crisis and the Utility’s bankruptcy filing, a number of QFs requested the
Bankruptcy Court to either terminate their contracts requiring them to sell power to the Utility, or have the
contracts suspended for the summer of 2001 so the QFs could sell power at market-based rates. In July 2001, the
Utility signed five-year agreements with 197 of its QFs, ensuring the Utility and its customers would receive a
reliable supply of electricity at an average energy price of $0.054 per kWh. Under the terms of these assumption
agreements, the Utility will assume the pre-petition debt on these 197 QF contracts, totaling $845 million, on the
effective date of the plan of reorganization. The total amount the Utility owed to QFs when it filed for bankruptcy
protection was approximately $1 billion. The agreements represent 85 percent of debt owed to QFs. For certain of
these QFs, if the effective date has not occurred by July 15, 2003, the Utility will pay 2 percent of the principal
amount of the pre-petition debt per month until the effective date of the Utility’s plan of reorganization or until
July 15, 2005, when it will pay the remaining pre-petition debt.

In December 2001 and January 2002, the Bankruptcy Court approved supplemental agreements entered into
between the Utility and several QFs to resolve the issue of the applicable interest rate to be applied to the
pre-petition debt. The supplemental agreements modify the assumption agreements by (1) setting the interest rate
for pre-petition debt at 5 percent per annum; (2) providing for a “catch-up payment” of all accrued and unpaid
interest (calculated from the date of default through December 3, 2001) that was paid on December 31, 2001, and
(3) providing for an accelerated payment of the principal amount of the pre-petition debt (and interest thereon) in
12 equal monthly payments of principal (and interest thereon) commencing on December 31, 2001, and
continuing through November 30, 2002, or, in the event the effective date of the plan of reorganization occurs
before the last monthly payment is made, the remaining unpaid principal and accrued but unpaid interest thereon,
shall be paid in full on the effective date. The Utility believes that, similar to the experience with the assumption
agreements, a large number of the QFs will also wish to enter into similar supplemental agreements.

In addition to the contractual obligations and commitments disclosed above, capital expenditures are expected
to be $1,556 million in 2002. In addition, the Utility is required to pass-through certain generation-related revenues
to the DWR. These revenues are based on rates established by the CPUC and volumes delivered by the DWR for
the Utility’s net open position.

The Utility believes that its contractual cash obligations will be met primarily through cash from operations
and future financings obtained as a result of the plan of reorganization. For additional discussion of the Utility’s
commitments, see Note 15 of the Notes to the Consolidated Financial Statements.

PG&E NEG

The projects that PG&E NEG develops typically require substantial capital, and PG&E NEG has made a
number of firm commitments associated with its planned growth of owned and controlled generating facilities, as
well as its pipelines. These include commitments for projects under construction, commitments for the acquisition
and maintenance of equipment needed for projects under development, payment commitments for tolling
arrangements, and forward sale and purchase commitments associated with energy marketing and trading
activities.

Construction Commitments

PG&E NEG currently has six projects under construction. The construction commitments generally relate to
facility engineering, construction and procurement, and other related contracts.
Turbine Purchase Commitments and Long-Term Service Agreements

To support its development program, PG&E NEG has contractual commitments and options for turbines and
related equipment. Most significantly, PG&E NEG has secured contractual commitments and options for
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combustion turbines and related equipment representing approximately 14,000 MW of net generating capacity,
including 3,868 MW in greenfield development.

In 2000, PG&E NEG entered into agreements with two master turbine trusts, created to own and facilitate the
development, construction financing and leasing of generating facilities that will use 41 turbines to be
manufactured by General Electric and Mitsubishi. PG&E Corporation and PG&E NEG committed to provide up to
$314 million in equity to meet PG&E NEG’s obligations to the trusts. As of May 29, 2001, the trusts had incurred
$216 million of expenditures. On May 29, 2001, PG&E NEG used $216 million of its new $280 million revolving
credit facility to purchase the turbines from the master turbine trusts. As of December 31, 2001, PG&E NEG has
borrowed $221 million against the total borrowing capacity of this facility. The facility is due to be fully repaid on
December 31, 2003.

PG&E NEG has entered into, long-term service agreements for the maintenance and repair of its combustion
turbine or combine cycle generating plants. These agreements are for periods up to 18 years.
Greenfield Development

PG&E NEG’s advanced developed projects are natural gas-fired combined-cycle generation facilities and
consist of the following:

Turbine Number of
Name Technology™® Turbines Size (MW)
Mantua Creek . ... ... ... ... ... GE 7FB 3 897
Liberty . ... .. MHI 501G 3 1,203
Badger . ... ... ... MHI 501G 3 1,170
Umatilla. . ... ... . GE 7FB 2 598
Total ... 11 3,868

' GE 7FB refers to F Technology General Electric 7FB Turbine, and MHI 501G refers to G Technology
Mitsubishi 501G Turbine.

These projects were all planned for operation in 2004, with construction starting prior to mid 2002. Recent
changes in the power markets have caused PG&E NEG to defer these projects. As a result of a review of the
market conditions for new generation, PG&E NEG expects to delay all of its development projects, and swap or
sell some of its generation projects under development. In the case of projects that it does retain, PG&E NEG
intends to manage its permit and equipment commitments to enable it to delay the start of construction until
market conditions warrant, generally between 12 and 36 months from the original plan. Delaying development
projects, including Mantua Creek, will result in capital expenditure savings of approximately $1 billion in each of
the years 2002 and 2003.

Development has largely been completed for the Mantua Creek project and it is ready to begin construction.
PG&E NEG has entered into a construction contract for the facility and released the contractor to perform a limited
amount of early construction activities. In light of the current market outlook, PG&E NEG is planning to delay
construction of this facility for at least 12 months. As of December 31, 2001, PG&E NEG has recorded assets of
$168 million for Mantua Creek, representing equipment payments, construction activities and development costs.
PG&E NEG has commenced negotiations with construction contractors and other parties to the project in order to
address this delay. If PG&E NEG is not able to reach agreement with these parties and decides to abandon the
project, it will be required to write-off approximately $110 million of capitalized and termination costs. This
amount does not include major equipment costs. If PG&E NEG is able to reach agreement with these parties,
PG&E NEG could defer its near-term capital expenditures, including equipment. In either the deferral or
cancellation scenario, PG&E NEG would not incur capital expenditures of approximately $293 million in 2002 and
$140 million in 2003.
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Equipment Procurement

The following table describes the turbines for which contractual commitments or options exist:

Estimated
Generatin,
Quantity of  Capacity™®
Manufacturer and Type Turbines MWwW)
G Technology . .. ... .. . . .
Mitsubishi 501G Turbine . .. ... ...... ... ... . ... ... ....... 18 7,152
F Technology. . ... ... ..
General Electric 7FB Turbine . .. .. ... ... .. .. .. .. .. ........ 23 6,877
Total . .. 41 14,029

D Approximate base load and peaking/intermediate capacity based on anticipated configuration of the
turbine.

The agreement with Mitsubishi includes steam turbines and heat recovery steam generators. For the General
Electric turbines, PG&E NEG has entered into separate agreements with Hitachi to supply such equipment. PG&E
NEG also has agreements with Hitachi for long lead-time main step-up transformers for both the Mitsubishi and
General Electric equipment.

As a result of continuing review of its development program, PG&E NEG may defer, cancel, sell, joint venture,
or otherwise dispose of some or all projects in development and the equipment associated with those projects. In
connection with its current revised development plans, PG&E NEG has restructured some of the equipment
purchase and option commitments to provide additional flexibility in payment terms and delivery schedules to
better accommodate the potential delay, swap, or sale of generation projects in development. If further projects are
deferred or canceled a mismatch between equipment delivery schedules and development plans may be created. If
equipment delivery schedules cannot be adjusted, PG&E NEG may be compelled to choose between paying for
equipment which would have to be stored for future use or terminating the commitments to purchase the
equipment. If commitments to purchase the equipment are terminated, PG&E NEG would incur termination costs
to the equipment vendors consisting of amounts shown as assets on the Consolidated Balance Sheets plus all
additional cash payments, if any, due upon termination. Exposure for these equipment termination costs gradually
increases over time. Cash exposure for termination costs is offset by amounts expended for the equipment through
the date of termination.

Generally, each equipment supply contract allows cancellation of any or all of the commitments to purchase
the equipment for a predefined cost. To date, equipment commitments or options have not been cancelled. PG&E
NEG continues to work with its vendors to defer payments, delay increases of termination fees, and revise
equipment delivery dates. PG&E NEG has good relationships with its vendors and has to date, been largely
successful in these efforts. However, there is no assurance that PG&E NEG will be able to continue to modify
these agreements to minimize the termination costs and match equipment deliveries with its evolving development
plans. The estimates of PG&E NEG’s exposure for termination costs are, in part, based upon current contractual
arrangements and amendments thereto, which PG&E NEG is confident will be implemented.

Without any further delays or agreements with the equipment vendors, PG&E NEG’s committed costs for
equipment related to its entire development program, except Mantua Creek (discussed below) are approximately
$18 million in 2002, and $160 million in 2003. Aggregate equipment termination costs for the entire development
program other than Mantua Creek were $247 million as of December 31, 2001, and are estimated to increase to
$254 million at December 31, 2002, and $368 million at December 31, 2003. PG&E NEG has recorded $221 million
(excluding Mantua Creek) of prepayments for equipment as of December 31, 2001.

PG&E NEG is currently marketing its development projects for potential sale. If a buyer is found which is
willing to purchase equipment which may be used with a purchased project, and PG&E NEG is able to comply
with the conditions in its equipment contracts, termination costs can be avoided. However, there can be no
assurance that PG&E NEG will be successful in selling any or all of these projects or that the buyers will be able
or willing to undertake the equipment purchase obligations.

The amounts set forth in the Commitments and Capital Expenditures Table above are based upon the current
contractual provisions assuming all development projects under construction on the schedule set forth in such
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contracts. These schedules remain subject to change and the commitments may be deferred or cancelled by
contract terms.

Turbine Technology

Many of the turbine purchases and commitments use the latest generation of combustion technology, which is
commonly known as G technology. These G technology turbines are designed to result in higher capacity
utilization, lower cost output and a 2 percent to 4 percent higher combustion efficiency than the F technology
turbines generally being deployed in most new generating facilities in North America. PG&E NEG has also secured
rights to 23 7FB turbines from General Electric. These turbines are expected to be slightly less efficient than G
technology turbines, but are designed to have 1 percent or 2 percent higher combustion efficiency than the more
standard F technology turbines. In light of its deployment of advanced technology, PG&E NEG has also arranged
with each of its turbine vendors for long-term service agreements. These agreements have predetermined pricing,
and cover the schedule for major overhauls, parts and associated labor, for at least ten years.

Two of the suppliers of G technology turbines have encountered problems in their initial commercial
installations of these turbines. The Lake Road and La Paloma facilities are being constructed by Alstom Power, Inc.
(Alstom). Alstom has advised that it may take up to three years to develop and implement modifications to its G
technology turbines that are necessary to achieve the guaranteed level of efficiency and output. It is expected that
the Lake Road and La Paloma facilities will begin commercial operations at reduced performance and output levels
because of the technology issues with Alstom’s G technology turbines. Start-up problems were also encountered
with the Siemens Westinghouse G technology installed in the Millennium facility. These problems delayed the
original date of commercial operations for this facility, which began commercial operations in April 2001.
Commercial operations commenced, pursuant to a settlement among Millennium, Bechtel and Siemens which,
among other things, deferred fuel oil commissioning and testing. The facility has not yet demonstrated satisfactory
performance using fuel oil and availability has been hampered by continuing new technology issues. It is not
expected that the start-up and initial operations problems with the Siemens Westinghouse G technology turbine
installed at the Millennium facility will result in a long-term, reduction of performance below guaranteed levels of
efficiency or output. The construction contracts for each of the Millennium, Lake Road and La Paloma projects
provide for liquidated damages that significantly, but not fully, offset the financial impact associated with the
delays of these turbines in achieving their expected level of performance.

Construction Issues

Alstom has fallen significantly behind its construction schedule on the Lake Road and La Paloma facilities and
is paying liquidated damages for such delay. Alstom is implementing a recovery plan with a target commercial
operations date in the first half of 2002 for Lake Road and the end of 2002 for La Paloma. In addition, it is
expected that the Lake Road facility will not be able to operate on fuel oil until after commercial operations
commence. The ability to operate on fuel oil is contemplated in Lake Road’s permit from the State of Connecticut.
La Paloma is designed to use only natural gas.

PG&E NEG Equity Commitment and Rating Triggers

PG&E NEG has provisions in some of its financial arrangements that require it or a specified affiliate to
maintain certain ratings from S&P and/or Moody’s. These provisions are referred to as “rating triggers.” The
specifics of the ratings that are required to be maintained, the remedy and cure periods should an event of
downgrade occur, and the results if PG&E NEG does not take certain actions as a result, differ with each
agreement. These provisions generally require PG&E NEG to provide cash to meet outstanding obligations or post
cash or a letter of credit as collateral in the event that PG&E NEG could not provide other acceptable replacement
security.

PG&E NEG’s most significant rating triggers related to its loans include the following:

e PG&E NEG’s guarantee backing the $280 million equipment facility requires that PG&E NEG maintain a

BBB- or Baa3 rating from either S&P or Moody’s, respectively. In the event of a downgrade, PG&E NEG has
30 days to post an acceptable replacement security, or, following receipt of a payment demand from the
lenders, PG&E NEG has 5 days to repay all outstanding borrowings under the facility.

e The $609 million equity commitments for Lake Road and La Paloma require that PG&E NEG maintain BBB-

or Baa3 ratings from either S&P or Moody’s. These rating triggers provide for a 30 day period to post
replacement security after which lenders could request equity funding within five days.
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e The PG&E NEG guarantee backing the $701 million equity commitment related to the $1.075 billion
portfolio financing requires PG&E NEG to maintain a BBB- or Baa3 rating from S&P or Moody’s,
respectively. In the event of a downgrade, PG&E NEG has 30 days to fund the balance of the outstanding
equity commitment.

There are also rating triggers in certain energy trading related guarantees and guarantees to third parties.
These are discussed below under Guarantees Supporting Trading Related Agreements.

Plains End — Financing and Equity Commitment

In September 2001, PG&E NEG closed on a $69.4 million non-recourse secured five-year project financing for
the construction of the Plains End generating project in Colorado. At December 31, 2001, there was $23.3 million
outstanding under the facility. At December 31, 2001, PG&E NEG had invested $16.2 million in the Plains End
property, and had a payment guarantee to the construction contract of $5 million.

The emissions guarantee for particulate matter provided by the construction contractor on the Plains End
facility does not use the same test method as required by the facility’s air permit. PG&E NEG is currently seeking
to modify its air permit emissions rates to address this issue. Pending the receipt of such modification, and
demonstration or guarantee from the construction contractor that the facility can comply with the particulate matter
emissions rates as modified. PG&E NEG’s lenders have withheld funding for construction of the facility. The
construction contractor has agreed to continue work and defer pay until March 15, 2002, which is the date that
PG&E NEG expects the requested air permit modification will be issued.

Tolling Agreements

PG&E NEG has entered into a number of long-term tolling agreements. Under tolling agreements, PG&E NEG,
at its discretion, supplies fuel to a power plant owned by a third party, then sells the output in the competitive
market. The power plant owner receives a fee for converting the fuel into electricity. As of December 31, 2001, its
annual estimated committed payments under these contracts ranged from $33 million to $211 million, resulting in
total committed payments over the next 27 years of approximately $4 billion. PG&E NEG provides payment
guarantees under each of these agreements and receives performance availability guarantees from its
counterparties. As of December 31, 2001, PG&E NEG has extended about $600 million of such guarantees with an
initial face value varying from $20 million to $250 million declining over time as the future obligation declines.
Each of these guarantees contains a trigger event provision that requires PG&E NEG to replace the guarantee or
provide alternative collateral in the event that its credit rating drops to below investment grade as measured by
S&P or Moody’s. Although the face value of these guarantees is significant, the exposure in the event of a default
is generally limited to payment of the difference between the value of the current tolling agreement and the value
of a substitute tolling agreement that the counterparty could enter into at market terms. As of December 31, 2001,
the net exposure under the guarantee supporting tolling agreements was 3.2 percent or $20 million. PG&E NEG
intends to work with tolling counterparties to amend existing agreements to replace the ratings triggers with
various covenant packages. Any success in these efforts will depend on the unanimous cooperation of multiple
parties.

Facility — Leases

The construction costs of both the Lake Road and the La Paloma facilities are being financed under separate
lease facilities with substantially similar terms. Under these arrangements, a third-party owner/lessor is financing
construction of each facility while PG&E NEG is serving as construction agent. Once each facility is completed, the
leases for the projects will begin and will continue up to five years from financial closing. The obligations under
these leases will commence at the completion of construction and are estimated to begin in 2002. At the end of
each lease, PG&E NEG has the option to extend the lease at fair market value, purchase the project, or act as
remarketing agent for the lessor for a sale of the project to a third party. If PG&E NEG acts as remarketing agent
for the lessor, then PG&E NEG is obligated to the lessor for up to 85 percent of the project’s costs, if the proceeds
from the sale are less than the lessor’s book value. PG&E NEG has committed to the project lenders to contribute
equity of up to $230 million for Lake Road and up to $379 million for La Paloma through the purchase of the
portion of project loans secured by guarantees on March 31, 2003. The equity infusions could be triggered earlier
by a downgrade of PG&E NEG to below investment grade from both S&P and Moody’s or the failure to meet
certain debt covenants of either projects.

As of December 31, 2001, project costs subject to these agreements totaled $1,012 million, and total costs for
both projects are expected to be approximately $1,149 million. The projects are included in the Consolidated
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Financial Statements. Assuming project completion, expected future annual lease payments for these two projects
are estimated to range from $18 million to $59 million.

Off-Balance Sheet — Non-Recourse Debt

Non-recourse debt at subsidiaries in which PG&E NEG has ownership interests but does not have
management control is not consolidated and is not recorded on the balance sheet of PG&E NEG since these
entities are accounted for under the equity method of accounting and PG&E NEG has no liability for the
repayment of that debt. The total amount of non-recourse debt borrowed by unconsolidated investment entities
was approximately $1.1 billion. PG&E NEG has no contingent liabilities or funding obligations to cover these
loans, which are secured by the assets of the project entities that incurred the debts and are serviced from the cash
flows of these entities.

Fuel Supply and Transportation Agreements

PG&E NEG, through its subsidiaries PG&E GenLLC and PG&E ET, has entered into various gas supply and
firm transportation agreements with various pipelines and transporters to provide fuel transportation services to
PG&E NEG’s own power plants and other customers. Under these agreements, PG&E NEG must make specified
minimum payments each month.

Power Purchase Agreements

PG&E NEG, through its subsidiaries, assumed rights and duties under several power purchase contracts with
third-party independent power producers as part of the acquisition of the New England Electric System (NEES)
assets. At December 31, 2001, these agreements provided for an aggregate of 800 MW of capacity. Under the
transfer agreement, PG&E NEG is required to pay to NEES amounts due to the third-party power producers under
the power purchase contracts.

Operating Leases

PG&E NEG and its subsidiaries have entered into several operating lease agreements for generating facilities
and office space. Lease terms vary between 3 and 48 years. In November 1999, a subsidiary of PG&E NEG entered
into a $479 million sale-leaseback transaction whereby the subsidiary sold and leased back a pumped storage
station under an operating lease. Operating lease expense amounted to $54 million, $70 million, and $70 million in
2001, 2000, and 1999, respectively.

Other Commitments

PG&E NEG has entered into long-term service agreements for the maintenance and repair of certain of its
combustion turbine or combined-cycle generating plants. These agreements are for periods up to 18 years. In
addition, PG&E NEG has entered into agreements with certain local governments that provide for payments in lieu
of property taxes for certain of its generating facilities.

Guarantees Supporting Trading Related Agreements

PG&E NEG’s energy marketing, trading, hedging, and risk management operations are conducted with
counterparties under various master agreements. These agreements typically provide for reciprocal extension of
credit lines based on credit worthiness standards. Net open positions under these agreements are
marked-to-market on a routine basis and if the net exposed position including receivables and payables falls
outside of the established credit limits, then additional collateral must be provided. Therefore, key components of
a successful energy business consist of credit worthiness, liquidity resources, risk management systems that provide
current mark-to-market of all open positions, and a strong credit department to evaluate and manage counterparty
credit risk.

In addition to guarantee supporting tolling agreements, as of December 31, 2001, PG&E NEG and its
subsidiaries provided $2.3 billion of guarantees to counterparties in support of its energy trading operations. This
includes provision of fuel and pipeline capacity to, and sale of energy products from its power plants. These
guarantees were provided in favor of approximately 200 counterparties to permit and facilitate physical and
financial transactions in gas, pipeline capacity, power, coal, and related commodities and services with these
entities. Typically, the overall exposure under these guarantees is only a fraction of the face value of the
guarantees, since not all counterparty credit limits are fully utilized at any time and there may be no outstanding
transactions or financial exposure underlying an outstanding guarantee. PG&E NEG receives similar deposits,
letters of credit, and guarantees as collateral for credit extended by PG&E NEG to these, in many cases, same

31



counterparties. These offsetting exposures can often be netted in lieu of posting alternative collateral. As of
December 31, 2001, PG&E NEG’s net exposure under its guarantees was approximately 8 percent or about
$190 million. This exposure is a contingent obligation that could be called only if PG&E NEG or one of its
subsidiaries fails to meet and cure a payment obligation.

The continued acceptability of many of these guarantees is dependent on PG&E NEG’s maintaining various
standards of creditworthiness. As a result, maintenance of investment grade ratings by one or more rating agencies
is an important criterion for PG&E NEG and its subsidiaries. If PG&E NEG or its subsidiaries are downgraded by
one or more of the rating agencies, PG&E NEG may be required to provide alternative collateral to replace
guarantees that no longer meet the creditworthiness standards of the agreements. Therefore, PG&E NEG and its
trading subsidiaries maintain substantial cash balances and credit capacity to provide liquidity to its businesses in
the event that open credit limits are exceeded through volatility, or in the event of a credit downgrade.

The amount of exposure under master agreements subject to securitization requirements in the event of a
credit downgrade of PG&E NEG or its subsidiaries to below investment grade by one or more rating agencies was
approximately 5 percent of the outstanding guarantees or $105 million at December 31, 2001. PG&E NEG manages
this risk through maintenance of investment grade credit ratings at several principal operating subsidiaries so that
guarantees of one entity could be substituted for another in the event of a credit downgrade of one entity.

Guarantees Supporting Other Agreements with Third Parties

PG&E NEG and its subsidiaries have issued in excess of $800 million of guarantees in support of various
performance and payment obligations under agreements with third parties. Of these guarantees supporting other
agreements with third parties, $485 million have investment grade ratings maintenance requirements. In addition, a
number of other agreements have specific security provisions requiring maintenance of investment grade ratings.
In the event of a downgrade below the trigger level and exhaustion of any cure period, some of these agreements
would allow the counterparty to demand payment for any outstanding obligations or contract termination
penalties, if any. Others simply provide the counterparty with a right to terminate the contract.

PGG&E GIN Pipeline Expansion

PG&E GTN is in the process of completing its 2002 Expansion Project, which when completed will expand its
system by approximately 217 million cubic feet (Mcf) per day. Approximately 40 Mcf per day of that expansion
capacity was placed in service in November 2001; the remaining capacity is scheduled to be placed in service by
the end of 2002. The total cost of the expansion is estimated to be $122 million. PG&E GTN has filed an
application with the FERC for approval to complete a second expansion of approximately 150 Mcf per day of
additional capacity, at a cost of approximately $111 million. PG&E GTN expects to fund these expansions from
cash provided by operations and, to the extent necessary, external financing and capital contributions from PG&E
NEG. PG&E GTN has also initiated a preliminary assessment of a Washington lateral pipeline that would originate
at the PG&E GTN mainline system near Spokane, Washington, and extend west approximately 260 miles into the
Seattle/Tacoma metropolitan area.

North Baja Pipeline

PG&E NEG has entered into a joint development agreement for the development of a new 500 million cubic
feet per day gas pipeline, North Baja, to deliver natural gas to Northern Mexico and Southern California. The North
Baja project is expected to be completed by the end of 2002. PG&E NEG owns all of the United States section of
this cross-border project. PG&E NEG's share of the costs to develop this project will be approximately
$146 million. PG&E NEG expects to fund this project from the issuance of non-recourse debt, and available cash
or draws on available lines of credit.

PG&E Corporation Guarantees

As of December 31, 2001, PG&E NEG had replaced or eliminated all of the previously issued PG&E
Corporation guarantees, except for an office lease guarantee of $16 million relating to the PG&E NEG’s San
Francisco office, with a combination of guarantees provided by PG&E NEG or its subsidiaries and letters of credit
obtained independently by PG&E NEG. In addition, PG&E NEG has negotiated substitute equity commitments with
certain third parties for construction financing agreements, replacing all PG&E Corporation equity commitments
included in those agreements. In addition, PG&E NEG has also negotiated substitute equity commitments with
certain third parties for construction financing agreements, replacing all PG&E Corporation equity commitments
included in those agreements.

PG&E Corporation also has a $2 million guarantee supporting the Utility’s investment in low-income housing
projects.
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RESULTS OF OPERATIONS

The table below shows for 2001, 2000, and 1999 certain items from our Consolidated Statements of Operations
and Consolidated Statements of Cash Flows detailed by Utility and PG&E NEG operations of PG&E Corporation.
(In the “Total” column, the table shows the combined results of operations for these groups.) The information for
PG&E Corporation (the “Total” column) includes the appropriate intercompany eliminations. Following this table,
we discuss our results of operations.

PG&E National Energy Group

PG&E
Integrated Interstate Corporation &
Total PG&E Energy &  Pipeline PG&E NEG Other
G il Utility NEG Marketing Operations Eliminations Eliminations® Total
in millions)
2001
Operating revenues . . . . . ... . ... ... ... $10,462 $12,669 $12,429 $ 246 $ (6 $(172) $22,959
Operating exXpenses . . . . . .. ... ... ... 7,984 12,391 12,283 109 (@8] (152) 20,223
Operating income . . . . ... .............. 2,736
Interest income . . ... ... 213
Interest eXpense . . . . . ..o (1,213)
Other income (expense), net . . . . .. ... ... .. (38)
INCOME taXes . . . v o vvi 608
Income from continuing operations . . . . . .. ... 1,090
Netincome . . . .. ... ... ... ... ........ 1,099
Net cash provided by operating activities . . . . . . 5,274
Net cash used by investing activities . . .. ... .. (2,900)
Net cash provided by financing activities . . . . . . 591
EBITDA® . . . . 3,333 459 261 182 16 an 3,775
2000
Operating revenues . . . . . .. ... ......... 9,637 16,779 15,661 1,112 6 (196) 26,220
Operating expenses . . . . . . ... 14,838 16,388 15,467 906 15 (199) 31,027
Operating loss . . . ... ... ... ... .. (4,807)
Interest iNCOME . . . . . v v v 206
Interest eXpense . . . . . . oo (788)
Other income (expense), net . . . . . . ... ... .. (23)
Income tax benefit . . .. .. ... ... ... . .... (2,028)
Loss from continuing operations . . . . .. ... ... (3,324)
Netloss . . ... . ... .. .. (3,364)
Net cash provided by operating activities . . . . . . 671
Net cash used by investing activities . . .. ... .. (970)
Net cash provided by financing activities . . . . . . 2,364
EBITDA® . . .. ... (1,244) 500 289 249 (38) 47 (697)
19993
Operating revenues . . . . ... ... ... ...... 9,228 11,812 10,423 1,372 17 (221) 20,819
Operating exXpenses . . . . . .. ... ... ... ... 7,235 12,963 10,410 2,550 3 (257) 19,941
Operating income . . . . ... ... .. ... ...... 878
Interest income . . ... ... 118
Interest eXpPense . . . . . ... (772)
Other income (expense), net . . . .. ......... 37
Income taxes . . . . . oo 248
Income from continuing operations . . . . . .. ... 13
Netloss . . . oo 73)
Net cash provided by operating activities . . . . . . 2,287
Net cash used by investing activities . . .. ... .. 117)
Net cash used by financing activities . . . ... ... (2,043)
EBITDA® . . . . $ 3523 $§ (945 $ 121 $ (997) $(69) $117 $ 2,695

@ All inter-segment transactions are eliminated.

@ EBITDA is defined as income before provision for income taxes, interest expense, interest income, deferred electric procurement costs,

depreciation and amortization and provision for loss on generation-related assets and under-collected purchased power costs. EBITDA is
not intended to represent cash flows from operations and should not be considered as an alternative to net income as an indicator of
PG&E Corporation’s operating performance or to cash flows as a measure of liquidity. Refer to the Statement of Cash Flows for the U.S.
GAAP basis cash flows. PG&E Corporation believes that EBITDA is a standard measure commonly reported and widely used by analysts,
investors, and other interested parties. However, EBITDA as presented herein may not be comparable to similarly titled measures reported
by other companies.

& Segment information for the prior periods has been restated to conform with new segment presentation. (See Note 17 of the Notes to the
Consolidated Financial Statements.)
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PG&E Corporation - Consolidated
Overall Results

PG&E Corporation’s results of operations continue to be impacted by the California energy crisis and the
Utility’s bankruptcy filing. Please see the “Liquidity and Capital Resources” section above, and Notes 2 and 3 of the
Notes to the Consolidated Financial Statements for more information.

PG&E Corporation’s net income for the year ended December 31, 2001, was $1,099 million, compared to a net
loss of $3,364 million for the same period in 2000, representing an increase of $4,463 million. Substantially all of
this change was attributable to the Utility.

PG&E Corporation and the Utility expect future earnings to continue to reflect increased volatility as a result
of no longer being able to reflect the impact of generation-related regulatory balancing accounts in their financial
statements. Financial reporting standards require that these amounts be accounted for as expenses unless they can
be deemed probable of recovery. Due to the uncertainty created by the California energy crisis, the Utility cannot
meet the accounting probability standard required to defer generation costs for future recovery. As such, costs and
revenues historically deferred in regulatory balancing accounts now directly impact net income. The Utility’s net
income will be impacted by changes in electricity and gas costs, customer demand, weather, costs of operations,
conservation, regulatory orders, and other items.

The changes in performance for the years ended December 31, 2001, and 2000, are generally attributable to
the following factors:

e The Utility’s generation-related component of its electric revenues was greater than its generation-related
costs by $458 million for the year ended December 31, 2001, and was caused primarily by the following
three factors. First, the Utility recognized an offset against previously expensed purchased power costs of
$327 million related to the market value of terminated bilateral contracts. Second, beginning in June 2001,
the Utility began collecting revenues associated with the CPUC’s March 27, 2001, interim energy
procurement surcharges. Third, in the second quarter and continuing throughout the balance of the year,
the wholesale energy market stabilized and the DWR began providing for the entire net open position.

e As a result of the liquidity crisis attributable to the California energy crisis, PG&E Corporation has had a
significant increase in unpaid debts and has increased its borrowings significantly, all accruing interest.
Additionally, the effective interest rate due on these new borrowings has increased because of the higher
risk associated with PG&E Corporation’s financial position. The incremental cost of these borrowings was
$262 million, after tax, for the year ended December 31, 2001, of which $218 million relates to the Utility
and $44 million was incurred by PG&E Corporation.

e The Utility has incurred incremental financial and legal expenses associated with the bankruptcy
proceedings and the development of a plan of reorganization. For the year ended December 31, 2001, total
incremental expenses were approximately $78 million, after tax, consisting of $42 million of costs relating to
the Utility and $36 million of costs pertaining to PG&E Corporation.

e During 2001, the Utility recognized losses of approximately $66 million, after tax, associated with the
involuntary termination of gas transportation hedges caused by a decline in the Utility’s credit rating.

e During the third quarter of 2001, the CPUC issued two decisions modifying its previous decision in the
Utility’s 1999 General Rate Case (GRC). The first, to correct a tax computational error in the CPUC’s
decision, had the impact of adding approximately $34 million to net income (approximately $25 million
related to 1999 and 2000), and the second modification had the impact of decreasing net income by
approximately $70 million of which $51 million related to 1999 and 2000.

e PG&E NEG increased earnings by $31 million for the year ended December 31, 2001, as compared to 2000.
This increase was the result of higher gross margins at the wholesale energy business, the gain on a sale of
a development project, and a lower effective federal tax rate resulting from synthetic fuel credits. In
addition, the 2000 results include a $40 million loss on discontinued operations.

e PG&E NEG took a charge against income in the fourth quarter of 2001 for the net exposure of $35 million
relating to trading contracts with Enron. For a detailed discussion of this write-off, please see Note 4 of the
Notes to the Consolidated Financial Statements.
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e For various transactions that were recorded in 2000, such as the Utility’s write-off of its remaining
generation-related regulatory assets and under-collected purchased power costs, and the Utility’s provision
for potential losses associated with litigation, there were no similar transactions in 2001. As such,
performance in 2001, when compared to the prior year, is impacted by those transactions that occurred in
2000. The 2000 transactions are discussed further below.

e The effective tax rate for PG&E Corporation decreased to 35.8 percent in 2001, as compared to 37.9 percent
in 2000, principally as a result of synthetic-fuel credits earned during the year.

Net loss for the year ended December 31, 2000, increased to $3,364 million from a net loss of $73 million for
the same period in 1999. Of the $3,291 million increase, the Utility’s net loss allocated to common stock for the
year ended December 31, 2000, accounted for $4,271 million of the increase, partially offset by an increase in
PG&E NEG net income of $1,048 million.

The decrease in performance of 2000 compared to 1999 results of operations is attributable to the following
factors:

e The Utility’s earnings were impacted as a result of the write-off of its remaining generation-related
regulatory assets and under-collected purchased power costs ($4.1 billion, after tax). Because of the
substantial uncertainty created by the California energy crisis, the Utility could no longer conclude that
energy and transition costs, which had been deferred on its Consolidated Balance Sheets, were probable of
recovery. Under Statement of Financial Accounting Standard (SFAS) No. 71, “Accounting for the Effects of
Certain Types of Regulation,” if a rate mechanism provided by legislation or other regulatory authority were
subsequently established that made recovery from regulated rates probable as to all or a portion of the
under-collection that was previously charged against earnings, a regulatory asset would be reinstated with a
corresponding increase in earnings.

e As a result of the high cost of power, with no offsetting revenues, the Utility and PG&E Corporation had a
net loss for California tax purposes. California law does not permit carrybacks of such losses and only
permits carryforwards of 55 percent of such losses. As a result, PG&E Corporation was unable to recognize
$79 million of state tax benefits because of California law. Income tax expense was also higher due to tax
depreciation adjustments and a reduction in investment tax credits.

e In 2000, the Utility recorded a provision ($83 million, after tax) for potential losses associated with litigation
discussed in Note 16 of the Notes to the Consolidated Financial Statements.

e At the end of 1999, PG&E Corporation announced its plans to dispose of PG&E GTT and these assets were
written down to estimated fair value, resulting in a charge of $890 million ($2.24 per share). PG&E GTT
operated at a breakeven basis in 2000, while it reported a net loss from operations of $7 million ($0.02 per
share) in 1999. These operations were sold on December 22, 2000.

e Also at the end of 1999, PG&E Corporation announced its plans to dispose of PG&E ES and these assets
were written down to net realizable value. PG&E ES operated at a loss during 2000. However, those losses
were charged against reserves established in 1999 and did not impact the current results from operations,
while PG&E ES reported losses of $98 million ($0.27 per share) for 1999. Additionally, during the latter half
of 2000, PG&E Corporation recorded after-tax charges of $40 million ($0.11 per share) to reflect the closing
of transactions to dispose of the retail energy services business and related commodity portfolio.

e PG&E ET’s net income in 2000, net of restructuring charges of $13 million, after tax (80.04 per share),
related to the move of natural gas trading operations from Houston, Texas, to Bethesda, Maryland,
increased $57 million compared to 1999 results due to across-the-board improvements in natural gas and
power trading, asset management, and structured transactions. While trading in electric commodities has
generally been profitable, the results of the gas trading operations have improved significantly as a result of
structured transactions. Additionally, the gas trading operations benefited from the highest gas prices in a
number of years. The power trading operations have benefited from volatile prices throughout the United
States.

e PG&E Gen and PG&E GTN earnings decreased slightly from 1999 levels, primarily attributable to a decl