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UNITED STATES SECURITIES AND EXCHANGE COMMISSION
Washington, D.C., 20549

FORM 10-Q
(Mark One)
X] QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15 (dy OHE
SECURITIES EXCHANGE ACT OF 1934
For the quarterly period ended September 30, 2006
OR
[1] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(dy OHE
SECURITIES EXCHANGE ACT OF 1934
For the transition period from to
Exact Name of
Commission Registra-lr?t State or other IRS Employer
File as specified Jurisdiction of Identification
Number in its charter Incorporation Number
1-12609 PG&E Corporation California 94-3234914
1-2348 Pacific Gas and Electric California 94-0742640
Company
Pacific Gas and Electric Company PG&E Corporation
77 Beale Street One Market, Spear Tower
P.O. Box 770000 Suite 2400
San Francisco, California 94177 San Francisco, California 94105
Address of principal executive offices, includinig zode
Pacific Gas and Electric Company PG&E Corporation
(415) 973-7000 (415) 267-7000

Registrant's telephone number, including area code
Indicate by check mark whether the registrantélje filed all reports required to be filed by $&ttl3 or 15(d) of the Securities Exchange
Act of 1934 during the preceding 12 months (ordiech shorter period that the registrant was reduodile such reports), and (2) have been

subject to such filing requirements for the pastiags. [X] Yes [ ] No

Indicate by check mark whether the registrantlearge accelerated filer, an accelerated filer, poa-accelerated filer. See definition of
“accelerated filer and large accelerated filerRinle 12b-2 of the Exchange Act.

PG&E Corporation: [X] Large accelerated filer [ ] Accelerated Fil¢] ] Non-accelerated filer
Pacific Gas and Electric Company: [ ] Large accelerated filer [ ] Accelerated File[X] Non-accelerated filer
Indicate by check mark whether the registrantskell company (as defined in Rule 12b-2 of the Exgfe Act).

PG&E Corporation: [ 1Yes [X] No

Pacific Gas and Electric Company: [ 1Yes [X] No



Indicate the number of shares outstanding of e&tedssuer's classes of common stock, as ofdiest practicable date.
Common Stock Outstanding as of November 6, 2006:
PG&E Corporation 348,810,184 shares (excluding 24,665,500 sharesayeh wholly

owned subsidiary)
Pacific Gas and Electric Company Wholly owned by PG&E Corporation
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PART I. FINANCIAL INFORMATION
ITEM 1: CONSOLIDATED FINANCIAL STATEMENTS

PG&E CORPORATION

CONDENSED CONSOLIDATED STATEMENTS OF INCOME

(in millions, except per share amounts)

Operating Revenues
Electric
Natural gas

Total operating revenues

Operating Expenses
Cost of electricity
Cost of natural gas
Operating and maintenance
Depreciation, amortization and decommissioning

Total operating expenses

Operating Income
Interest income
Interest expense
Other income (expense), net

Income Before Income Taxes
Income tax provision

Income From Continuing Operations
Discontinued Operations

Net Income
Weighted Average Common Shares Outstanding, Basic

Earnings Per Common Share from Continuing
Operations, Basic

Net Earnings Per Common Share, Basic

Earnings Per Common Share from Continuing
Operations, Diluted

Net Earnings Per Common Share, Diluted
Dividends Declared Per Common Share

See accompanying Notes to the Condensed Consaliffatancial Statements.

(Unaudited)
Three Months Ended Nine Months Ended
September 30, September 30,
2006 2005

2,47C $ 2,107 6,547 5,54¢
69¢ 697 2,78¢ 2,42¢
3,16¢ 2,80¢ 9,33: 7,97C
884 74z 2,19t 1,62¢
29¢ 32¢€ 1,53¢ 1,29:
79t 74C 2,63¢ 2,177
45¢€ 481 1,291 1,32(
2,43: 2,28¢ 7,66 6,41¢€
73E 51t 1,66¢ 1,55¢
40 22 104 60
(152) (14%) (470 (43¢)
(22) (14) 6 (16)
601 37¢ 1,30¢ 1,16(C
20¢ 13¢ 47C 43€
39z 23¢ 83¢ 724
- 13 - 13
39 % 252 83¢ 737
347 372 34t 37¢€
1.0¢ $ 0.6: 2.3¢€ 1.8¢
1.0¢ $ 0.6€ 2.3¢€ 1.91
1.0¢ $ 0.6 2.3t 1.8¢
1.0¢ $ 0.6t 2.3¢ 1.8¢
03 $ 0.3C 0.9¢ 0.9C




PG&E CORPORATION
CONDENSED CONSOLIDATED BALANCE SHEETS

Balance At
(in millions) September 30,
2006 December 31,
(Unaudited) 2005
ASSETS
Current Assets
Cash and cash equivalents $ 42z $ 713
Restricted cash 1,44¢ 1,54¢
Accounts receivable:
Customers (net of allowance for doubtful accourfit84¥ million in 2006 and $77 million in
2005) 2,18: 2,42:
Regulatory balancing accounts 521 727
Inventories:
Gas stored underground and fuel oil 23t 231
Materials and supplies 137 13z
Income taxes receivable - 21
Prepaid expenses and other 752 187
Total current assets 5,69¢ 5,98(
Property, Plant and Equipment
Electric 24,02 22,48:
Gas 9,01z 8,79
Construction work in progress 74¢ 73€
Other 16 16
Total property, plant and equipment 33,80( 32,03(
Accumulated depreciation (12,439 (12,075
Net property, plant and equipment 21,36 19,05¢
Other Noncurrent Assets
Regulatory assets 5,24¢ 5,57¢
Nuclear decommissioning funds 1,817 1,71¢
Other 707 842
Total other noncurrent assets 7,772 8,13¢
TOTAL ASSETS $ 34,82¢ $ 34,07

See accompanying Notes to the Condensed Consaliffatancial Statements.




PG&E CORPORATION
CONDENSED CONSOLIDATED BALANCE SHEETS

Balance At
- September 30,
(in millions, except share amounts) 2006 December 31,
(Unaudited) 2005
LIABILITIES AND SHAREHOLDERS' EQUITY
Current Liabilities
Short-term borrowings $ 281 $ 26C
Long-term debt, classified as current 281 2
Rate reduction bonds, classified as current 29C 29C
Energy recovery bonds, classified as current 343 31¢€
Accounts payable:
Trade creditors 72C 98(C
Disputed claims and customer refunds 1,714 1,73:
Regulatory balancing accounts 1,09¢ 84C
Other 45k 441
Interest payable 481 473
Income taxes payable 192 -
Deferred income taxes 12¢ 181
Other 1,572 1,41¢€
Total current liabilities 7,55¢ 6,932
Noncurrent Liabilities
Long-term debt 6,69¢ 6,97¢
Rate reduction bonds 76 29C
Energy recovery bonds 2,02t 2,27¢
Regulatory liabilities 3,601 3,50¢
Asset retirement obligations 1,654 1,587
Deferred income taxes 2,98( 3,092
Deferred tax credits 107 112
Other 2,12¢ 1,83¢
Total noncurrent liabilities 19,26: 19,67
Commitments and Contingencies (Notes 2, 4, 5, 10chfi1)
Preferred Stock of Subsidiaries 252 252
Preferred Stock
Preferred stock, no par value, authorized 80,0@gb@res, $100 par value, authorized
5,000,000 shares, none issued - -
Common Shareholders' Equity
Common stock, no par value, authorized 800,000sb@0es, issued 371,976,417 common al
1,375,576 restricted shares in 2006 and 366,868;6#non and 1,399,990 restricted shat
in 2005 5,85: 5,821
Common stock held by subsidiary, at cost, 24,68b&tares (71¢) (71¢)
Unearned compensation - (22
Reinvested earnings 2,63: 2,13¢
Accumulated other comprehensive loss (8) (8)
Total common shareholders' equity 7,76( 7,21¢
TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY $ 34,82¢ $ 34,07

See accompanying Notes to the Condensed Consaliffatancial Statements.






PG&E CORPORATION
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(in millions)

Cash Flows From Operating Activities
Net income
Discontinued operations

Net income from continuing operations
Adjustments to reconcile net income to net caskigea by operating activities:
Depreciation, amortization, decommissioning andvedince for equity funds used during
construction
Deferred income taxes and tax credits, net
Other deferred charges and noncurrent liabilities
Gain on sale of assets
Net effect of changes in operating assets anditiabi
Accounts receivable
Inventories
Accounts payable
Accrued taxes
Regulatory balancing accounts, net
Other current assets
Other current liabilities
Other

Net cash provided by operating activities

Cash Flows From Investing Activities
Capital expenditures
Net proceeds from sale of assets
Decrease in restricted cash
Proceeds from nuclear decommissioning trust sales
Purchases of nuclear decommissioning trust invagsne
Other

Net cash used in investing activities

Cash Flows From Financing Activities
Borrowings under accounts receivable facility
Repayments under working capital facility and acteueceivable facility
Borrowings under commercial paper facility, net
Proceeds from issuance of long-term debt, netsoi@isce costs of $3 million in 2005
Proceeds from issuance of energy recovery bondfmgsuance costs of $14 million in 200=
Long-term debt matured, redeemed or repurchased
Rate reduction bonds matured
Energy recovery bonds matured
Preferred stock with mandatory redemption provisicedeemed
Preferred stock without mandatory redemption piionts redeemed
Common stock issued
Common stock repurchased
Common stock dividends paid
Other

Net cash used in financing activities
Net change in cash and cash equivalents

(Unaudited)

Nine Months Ended
September 30,

2006 2005
83¢ $ 737

- (13

83¢ 724
1,347 1,29¢
(172) (65€)
(37) (139)
(19) -
23¢ 58
® (97)
(175) (80)
212 14
404 94c
(72) (209)
(325) 145
6 112
2,24( 2,117
(1,729 (1,318
11 19

58 452
94z 2,42¢
(1,040) (2,492)
: 67
(1,758 (84%)
50 -
(310) (300)
281 -

- 451

- 1,872

@) (1,55€)
(214) (214)
(224) 77)

- (122)

- (36)

10¢ 231
(114) (1,087
(342) (229)
@ 46
(779 (1,019
(297) 261



Cash and cash equivalents at January 1

718

972




Cash and cash equivalents at September 30 $

Supplemental disclosures of cash flow information

Cash paid for:

Interest (net of amounts capitalized) $

Income taxes paid, net

Supplemental disclosures of noncash investing anth&éncing activities
Common stock dividends declared but not yet paid $

Capital lease obligation

See accompanying Notes to the Condensed Consaliffatancial Statements.

427 1,23¢
45(C 372
42¢ 1,051
11€ 111
40¢ -




PACIFIC GAS AND ELECTRIC COMPANY

CONDENSED CONSOLIDATED STATEMENTS OF INCOME

(in millions)

Operating Revenues
Electric
Natural gas

Total operating revenues

Operating Expenses
Cost of electricity
Cost of natural gas
Operating and maintenance
Depreciation, amortization and decommissioning

Total operating expenses

Operating Income
Interest income
Interest expense
Other income (expense), net

Income Before Income Taxes
Income tax provision

Net Income
Preferred stock dividend requirement

Income Available for Common Stock

(Unaudited)
Three Months Ended Nine Months Ended
September 30, September 30,
2006 2005 2006

247C  $ 2,107 $ 6,547 $ 5,54¢
69¢ 697 2,78¢ 2,42¢
3,16¢ 2,80¢ 9,33: 7,97(C
884 742 2,19¢ 1,62¢
29¢ 32¢ 1,53¢ 1,29¢
792 73¢ 2,630 2,17¢
45¢ 481 1,29( 1,32(
2,431 2,281 7,661 6,41¢
737 517 1,672 1,552
36 20 94 59
(144) (13§ (447 (41¢€)
(15) (3) 16 9
614 39¢ 1,33¢ 1,20¢
23€ 14¢ 50¢ 457
37¢ 24¢ 82¢ 747
3 4 10 12
37t $ 244 $ 8l€ $ 73t

See accompanying Notes to the Condensed Consaliffatancial Statements.




PACIFIC GAS AND ELECTRIC COMPANY
CONDENSED CONSOLIDATED BALANCE SHEETS

Balance At
(in millions) September 30,
2006 December 31,
(Unaudited) 2005
ASSETS
Current Assets
Cash and cash equivalents $ 68 $ 463
Restricted cash 1,44¢ 1,54¢
Accounts receivable:
Customers (net of allowance for doubtful accout34y million in 2006 and $77 million in
2005) 2,18: 2,42:
Related parties 24 3
Regulatory balancing accounts 521 727
Inventories:
Gas stored underground and fuel oil 23t 231
Materials and supplies 137 13z
Income taxes receivable - 48
Prepaid expenses and other 753 183
Total current assets 5,36¢€ 5,75¢€
Property, Plant and Equipment
Electric 24,02 22,48:
Gas 9,01: 8,79¢
Construction work in progress 74¢ 73€
Total property, plant and equipment 33,78¢ 32,01«
Accumulated depreciation (12,429 (12,067
Net property, plant and equipment 21,36( 19,95:
Other Noncurrent Assets
Regulatory assets 5,24¢ 5,57¢
Nuclear decommissioning funds 1,817 1,71¢
Related parties receivable - 23
Other 612 754
Total other noncurrent assets 7,671 8,07
TOTAL ASSETS $ 34,40 $ 33,78

See accompanying Notes to the Condensed Consaliffatancial Statements.




PACIFIC GAS AND ELECTRIC COMPANY

CONDENSED CONSOLIDATED BALANCE SHEETS

(in millions, except share amounts)

LIABILITIES AND SHAREHOLDERS' EQUITY
Current Liabilities
Short-term borrowings
Long-term debt, classified as current
Rate reduction bonds, classified as current
Energy recovery bonds, classified as current
Accounts payable:
Trade creditors
Disputed claims and customer refunds
Related parties
Regulatory balancing accounts
Other
Interest payable
Income taxes payable
Deferred income taxes
Other

Total current liabilities

Noncurrent Liabilities
Long-term debt
Rate reduction bonds
Energy recovery bonds
Regulatory liabilities
Asset retirement obligations
Deferred income taxes
Deferred tax credits
Other

Total noncurrent liabilities

Commitments and Contingencies (Notes 2, 4, 5, 10chfi1)

Shareholders' Equity

Preferred stock without mandatory redemption prionis.

Nonredeemable, 5.00% to 6.00%, outstanding 5,784sBares

Redeemable, 4.36% to 5.00%, outstanding 4,534 |8&&:s

Common stock, $5 par value, authorized 800,000sb@0es, issued 279,624,823 shares
Common stock held by subsidiary, at cost, 19,4& stares

Additional paid-in capital
Reinvested earnings
Accumulated other comprehensive loss

Total shareholders' equity

TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY

Balance At

September 30,

2006 December 31,
(Unaudited) 2005
$ 281 $ 26C
1 2
29C 29C
343 31¢€
72C 98C
1,714 1,73¢
38 37
1,09¢ 84C
441 42%
474 46C
65 -
96 161
1,41¢ 1,25¢
6,981 6,751
6,69¢ 6,69¢
76 29C
2,02t 2,27¢
3,601 3,50¢
1,654 1,587
3,11¢ 3,21¢
107 112
1,98¢ 1,691
19,25¢ 19,37¢
14& 14&
11z 11z
1,39¢ 1,39¢
(475) (475)
1,81¢ 1,77¢
5,17¢ 4,70z
9 9
8,16: 7,65(
$ 34,40 $ 33,78

See accompanying Notes to the Condensed Consaliffatancial Statements.
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PACIFIC GAS AND ELECTRIC COMPANY
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(in millions)

(Unaudited)

Nine Months Ended
September 30,

Cash Flows From Operating Activities

Net income

Adjustments to reconcile net income to net caskigea by operating activities:
Depreciation, amortization, decommissioning andvedince for equity funds used during

construction

Deferred income taxes and tax credits, net
Other deferred charges and noncurrent liabilities
Gain on sale of assets

Net effect of changes in operating assets anditiabi
Accounts receivable
Inventories
Accounts payable
Accrued taxes
Regulatory balancing accounts, net
Other current assets
Other current liabilities

Other

Net cash provided by operating activities

Cash Flows From Investing Activities
Capital expenditures
Net proceeds from sale of assets
Decrease in restricted cash
Proceeds from nuclear decommissioning trust sales
Purchases of nuclear decommissioning trust invagsne
Other

Net cash used in investing activities

Cash Flows From Financing Activities
Borrowings under accounts receivable facility
Repayments under working capital facility and acteueceivable facility
Borrowings under commercial paper facility, net
Proceeds from issuance of long-term debt, netsoi@isce costs of $3 million in 2005
Proceeds from issuance of energy recovery bond®fmesuance costs of $14 million in 200=
Long-term debt matured, redeemed or repurchased
Rate reduction bonds matured
Energy recovery bonds matured
Common stock dividends paid
Preferred stock dividends paid
Preferred stock with mandatory redemption provisikedeemed
Preferred stock without mandatory redemption piionts redeemed
Common stock repurchased
Other

Net cash used in financing activities

Net change in cash and cash equivalents
Cash and cash equivalents at January 1

2006 2005
826 $ 747
1,342 1,29¢
(172) (63€)
(65) (13€)
(19 -
23¢ 58
® (97)
(17€) (83)
112 77
404 94c
(72) (19€)
(307) 141
(5) 20
2,111 2,127
(1,729 (1,318
11 19

58 452
94z 2,42¢
(1,040) (2,492)
: 67
(1,758 (84%)
50 -
(310) (300)
281 -

- 451

- 1,872

1) (1,559
(214) (214)
(224) 77)
(345) (330)
(10 (12

- (122)

- (36)

- (960)

25 69
(748) (1,211)
(395) 73
462 782
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Cash and cash equivalents at September 30 $ 68

85¢€

Supplemental disclosures of cash flow information
Cash paid for:

Interest (net of amounts capitalized) $ 427

Income taxes paid, net 562
Supplemental disclosures of noncash investing anth&éncing activities

Capital lease obligation $ 40¢

See accompanying Notes to the Condensed Consaliffatancial Statements.

12
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NOTES TO THE CONDENSED CONSOLIDATED FINANCIAL STATE MENTS
NOTE 1: ORGANIZATION AND BASIS OF PRESENTATION

PG&E Corporation is a holding comparhose primary purpose is to hold interests irgy#ased businesses. The company
conducts its business principally through Pacifas@nd Electric Company, or the Utility, a publidity operating in northern and central
California. The Utility engages primarily in thedinesses of electricity and natural gas distribytedectricity generation, procurement and
transmission, and natural gas procurement, tratespmr and storage. The Utility is primarily regtéd by the California Public Utilities
Commission, or CPUC, and the Federal Energy Regyl@ommission, or FERC.

This Quarterly Report on Form QQs a combined report of PG&E Corporation anduiéty. Therefore, the Notes to the unaudi
Condensed Consolidated Financial Statements apfigth PG&E Corporation and the Utility. PG&E Coration's Condensed Consolidated
Financial Statements include the accounts of PG&Ep@ration, the Utility, and other wholly owned acwhtrolled subsidiaries. The Utility's
Condensed Consolidated Financial Statements inési@ecounts and those of its wholly owned androtled subsidiaries, and a variable
interest entity which the Utility is required torsmlidate under applicable accounting standardsndrcompany transactions have been
eliminated from the Condensed Consolidated FinhSta&ements.

The accompanying interim unauditeth@nsed Consolidated Financial Statements havegrepared in accordance with
accounting principles generally accepted in thetdthStates of America, or GAAP, for interim finaadnformation and in accordance with
the instructions to Form 10-Q and Rule 10-01 of iR&tipn SX promulgated by the Securities and Exchange Cosiarisor SEC, and do n
contain all of the information and footnotes reqdiby GAAP and the SEC for annual financial states€lrhe information at December 31,
2005 in both PG&E Corporation's and the Utilitysndensed Consolidated Balance Sheets includedsigularterly report was derived from
the audited Consolidated Balance Sheets incormbtateeference into their combined Annual ReporfFomrm 10-K for the year ended
December 31, 2005. (PG&E Corporation’s and theitysl combined Annual Report on Form 10-K for theay ended December 31, 2005,
together with the information incorporated by refege into such report, is referred to in this qeréytreport as the “2005 Annual Report.”)

Except for the new and significaot@unting policies described in Note 2 below, tbeoainting policies used by PG&E Corporation
and the Utility are discussed in Notes 1 and h@Notes to the Consolidated Financial Statemerttsei 2005 Annual Report.

The preparation of financial stataisén conformity with GAAP requires managementrtake estimates and assumptions. These
estimates and assumptions affect the reported amofirevenues, expenses, assets and liabilitiéshendisclosure of contingencies and
include, but are not limited to, estimates and egtions used in determining the Utility's regulgtasset and liability balances based on
probability assessments of regulatory recoveryemees earned but not yet billed (including delayiiohgs), disputed claims, asset retirerr
obligations, allowance for doubtful accounts reabie, provisions for losses that are deemed prelfadnin environmental remediation
liabilities, pension and other employee benefihgiabilities, mark-to-market accounting, incomg telated liabilities, litigation, and the
Utility's review for impairment of long-lived assedind certain identifiable intangibles to be held ased whenever events or changes in
circumstances indicate that the carrying amouitsaissets might not be recoverable. A change imagement's estimates or assumptions
could have a material impact on PG&E Corporatiang the Utility's financial condition and resulfsoperations during the period in which
such change occurred. As these estimates and assasipvolve judgments on a wide range of factorsluding future regulatory decisions
and economic conditions that are difficult to potdactual results could differ materially from seeestimates and assumptions. PG&E
Corporation's and the Utility's Condensed Constdiddinancial Statements reflect all adjustmenrds tianagement believes are necessa
the fair presentation of their financial conditiand results of operations for the periods presefted results of operations for interim periods
are not necessarily indicative of the results afrafions for the full year.

As discussed below in Note 10, th8.UBankruptcy Court for the Northern District odil@ornia, or Bankruptcy Court, which
oversaw the Utility's proceeding under Chapter fithe U.S. Bankruptcy Code, or Chapter 11, retairisdiction, among other things, to
resolve the remaining disputed claims that wereemadhe Utility's Chapter 11 proceeding.

This quarterly report should be raadonjunction with PG&E Corporation's and thelitjtis Consolidated Financial Statements and
Notes to the Consolidated Financial Statementsar2005 Annual Repot
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NOTE 2: NEW AND SIGNIFICANT ACCOUNTING POLICIES
Variable I nterest Entities

In April 2006, the Financial Accounting Standardsad, or FASB, issued Staff Position No. FIN 46RBetermining the
Variability to Be Considered in Applying FASB Inpeetation No. 46R," or FSP FIN 46R-6. FSP FIN 468s6cifies how a company should
determine variability in applying the accountingredard for consolidation of variable interest éadit The pronouncement states that such
variability shall be determined based on an analgsthe design of the entity, including the natof¢he risks in the entity, the purpose for
which the entity was created, and the variabiligttthe entity is designed to create and pass atoitg interest holders. PG&E Corporation
and the Utility adopted FSP FIN 46R-6 on July 10@0The adoption of FSP FIN 46R-6 did not have e impact on the Condensed
Consolidated Financial Statements of PG&E Corponatir the Utility for the three and nine months esh&eptember 30, 2006.

Share-Based Payment

On January 1, 2006, PG&E Corporatind the Utility adopted the provisions of StatehwriFinancial Accounting, or SFAS, No.
123R, “Share-Based Payment,” or SFAS No. 123R guia modified prospective application method whietuires that compensation cost
be recognized for all share-based payment awardsiding unvested stock options, based on the gfatet fair value. SFAS No. 123R
requires that an estimate of future forfeituresriagle and that compensation cost be recognizedanshares that are expected to vest. Prior
to January 1, 2006, PG&E Corporation and the Ytiditcounted for share-based payments, such as@ticks, restricted stock and other
share-based incentive awards, under the recogritidrmeasurement provisions of Accounting Prinsifleard, or APB, Opinion No. 25,
“Accounting for Stock Issued to Employees,” or Qpin25, as permitted by SFAS No. 123, “Accounting $tock-Based Compensation,” or
SFAS No. 123. Under the provisions of Opinion Zinpensation cost for stock options was not recaghfar periods prior to January 1,
2006, as all options granted under those planshazkercise price equal to the market value ofittderlying common stock on the date of
grant.

For the nine months ended Septel®®e2006, PG&E Corporation’s and the Utility’s ogting income, income before income
taxes, net income, and basic and diluted earniagstpare are lower than if they had continued tmaict for share-based payments under
Opinion 25. The following table provides a summafyhe decrease of the items listed above as & K&@S8FAS No. 123R adoption:

PG&E
Corporation Utility
Nine Months Nine Months
Ended Ended
September 30, September 30,
(in millions except per share amounts) 2006 2006
Operating Income $ (15 $ (12)
Income Before Income Taxes (15) (171)
Net Income (9 (7)
Earnings Per Common Share, Basic $ (0.02)
Earnings Per Common Share, Diluted $ (0.09)

For the three months ended Septed®e2006, the impact on the above items was imnaat&the impact on net income for the n
months ended September 30, 2006 is primarily aitiih to the prospective application of accountmgshare-based payment awards with
terms that accelerate vesting on retirement andresgorecognition of previously unvested stock ostio

Prior to the adoption of SFAS No3R2 PG&E Corporation and the Utility expensed sHzsed awards over the stated vesting
period regardless of terms that accelerate vestiog retirement. Subsequent to the adoption of SRASL23R, compensation expense fo
awards will be recognized over the shorter of tiagesl vesting period or the requisite service pkribawards granted prior to adopting SFAS
No. 123R were expensed over the requisite senddeginstead of the stated vesting period, thevalvhave been an immaterial impact
the Condensed Consolidated Financial StatememR&&fE Corporation and the Utility for the three aride months ended September 30,
2006.

Prior to the adoption of SFAS No3R2 PG&E Corporation and the Utility presentediaX benefits from share-based payment
awards as operating cash flows in the Stateme@ash Flows. SFAS No. 123R requires the cash floara the tax benefits resulting from
tax deductions in excess of the compensation easignized for those awards (excess tax
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benefits) to be classified as financing cash floOMG&E Corporation’s and the Utility’s excess taxbfit of $38 million and $42 million,
respectively, would have been classified as anatiper cash inflow if PG&E Corporation and the UWsilhad not adopted SFAS No. 123R (
Note 8 below for further discussion of st-based compensation).

The following table illustrates tbffect on PG&E Corporation’s net income and earsipgr common share, or EPS, for the three
and nine months ended September 30, 2005 if PG&pdtation had applied the fair value recognitioayisions of SFAS No. 123 to
outstanding options.

Three Months Nine Months

Ended Ended
(in millions, except per share amounts) September 30, September 30,
2005 2005
Net income:
As reported $ 252 % 737
Deduct: Incremental share-based employee compenstpense determined under the fair valu
based method for all awards, net of related taectsf 3 10
Pro forma $ 24¢ % 727
Basic earnings per common share:
As reported $ 0.6€ $ 1.91
Pro forma 0.6t 1.8¢
Diluted earnings per common share:
As reported $ 0.6t $ 1.8¢
Pro forma 0.64 1.8¢

The following table illustrates tbfect on the Utility’s net income for the threedamine months ended September 30, 2005 if the
fair value recognition provisions of SFAS No. 128ltbeen applied to outstanding options.

Three Months Nine Months

Ended Ended
(in millions) September 30,  September 30,
2005 2005
Income available for common stock:
As reported $ 244 % 73E
Deduct: Incremental share-based employee compensatpense determined under the fair valu
based method for all awards, net of related taectsf 2
Pro forma $ 242 $ 72¢

Accounting Changes and Error Corrections

On January 1, 2006, PG&E Corporatind the Utility adopted SFAS No. 154, “Accounti@ganges and Error Corrections
Disclosure,” or SFAS No. 154. SFAS No. 154 repladB8 Opinion No. 20, “Accounting Changes,” and SFR& 3, ‘Reporting Accountin
Changes in Interim Financial Statements.” SFAS Nl requires retrospective application to prioiiqus’ financial statements of changes in
accounting principle unless it is impracticable ASFANo. 154 applies to all voluntary changes in actimg principle. It also applies to
changes required by a new accounting pronouncenmdeds the new pronouncement includes contranycixphnsition provisions. The
adoption of SFAS No. 15did not have an impact on the Condensed Consotidéatencial Statements of PG&E Corporation or thiétiJ for
the three and nine months ended September 30, 2006.

Other-Than-Temporary | mpairment
In November 2005, the FASB issuaaffRosition Nos. FAS 115-1 and 124-1, “The Mearvh@ther-Than-Temporary Impairment

and Its Application to Certain Investments,” or FE-1 and 124-1, to provide guidance in deternginitnen an investment is impaired,
whether that impairment is other-than-temporarg, tre measurement of an impairment loss. PG&E Catjpm and the Utility adopted FSP



115-1 and 124-1 on January 1, 2006. The adopti®ts&f 115-1 and 124-1 did not have a material impa¢he Condensed Consolidated
Financial Statements of PG&E Corporation
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or the Utility for the three and nine months en@egtember 30, 2006.
Changesin Accounting for Certain Derivative Contracts

Derivatives Implementation Group[X6, Issue No. B38, “Embedded Derivatives: Evalrabf Net Settlement with respect to the
Settlement of a Debt Instrument through ExerciseroEmbedded Put Option or Call Option,” or DIG B&8d DIG Issue No. B39
“Embedded Derivatives: Application of Paragraphti3¢ Call Options That Are Exercisable Only by tebtor,” or DIG B39, address the
circumstances in which a put or call option embeddea debt instrument would be bifurcated fromdiebt instrument and accounted for
separately. DIG B38 and DIG B39 were effective hagig in the first quarter of 2006. The adoptiorDéG B38 and DIG B39 did not have a
material impact on the Condensed Consolidated EinbStatements of PG&E Corporation or the Utifity the three and nine months ended
September 30, 2006.

Comprehensive | ncome

Comprehensive income reports a measiuchanges in equity of PG&E Corporation andUhiéty that result from transactions and
other economic events, other than transactions stittneholders. For the three and nine months eBdptémber 30, 2005, PG&E
Corporation's and the Utility's comprehensive inearonsisted of changes in the effects of the reaneasent of the Utility's defined benefit
pension plan. PG&E Corporation and the Utility diat have any comprehensive income activity othen tiet income for the three and nine
months ended September 30, 2006.

(in millions) PG&E Corporation Utility
2006 2005 2006 2005

Three months ended September 30
Comprehensive income $ 39 $ 252 $ 37t $ 244
Nine months ended September 30
Net income available for common stc $ 83¢ $ 737 % 8l€ $ 73t
Minimum pension liability adjustment (net of incorax

benefit of $1 million in 2005) - (1) - 2
Comprehensive income $ 83¢ $ 73€ $ 8l€ $ 73¢

Accumulated Other Comprehensive Income (L0ss)

Accumulated other comprehensive income (loss) ts@omeasure for accumulated changes in equitgs&HPCorporation and th
Utility that result from transactions and other momic events, other than transactions with shadasl The following table sets forth the
changes in each component of accumulated otherretrapsive income (loss):

Hedging
Transactions in Minimum Accumulated
Accordance Pension Other
with SFAS No. Liability Comprehensive
(in millions) 133 Adjustment Other Income (LosS)
Balance at December 31, 2004 $ Q $ 4 3 1 $ (4)
Period change in:

Minimum pension liability adjustment - (1) - (1)
Other 1 - (1) -
Balance at September 30, 2005 - (5) - (5)
Balance at December 31, 2005 - (8) - (8)
Balance at September 30, 2006 $ - 9 8 $ - 9 (8)

There were no changes in PG&E Caton's or the Utility's accumulated other compredie income (loss) components for the
three and nine months ended September 30, 2006.

Pension and Other Postretirement Benefits



PG&E Corporation and the Utilityopide a noncontributory defined benefit pension plan for ciertaf their employees and retire
(referred to collectively as “pension benefitsntributory postretirement medical plans for ceriaf their employees and retirees and their
eligible dependents, and non-contributory poseetent life insurance plans for certain of
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their employees and retirees (referred to colletyias “other benefits”). PG&E Corporation and ttdity use a December 31 measurement
date for all of their plans and use publicly quotearket values and independent pricing servicesr#ipg on the nature of the assets, as
reported by the trustee, to determine the fairealithe plan assets.

Net periodic benefit cost as refteicin PG&E Corporation's Condensed Consolidatate8tents of Income for the three and nine

months ended September 30, 2006 and 2005 arel@sgol

PG&E Corporation

(in millions)

Service cost for benefits earned

Interest cost

Expected return on plan assets

Amortization of transition obligation

Amortization of prior service cost
Amortization of unrecognized loss

Net periodic benefit cost

(in millions)

Service cost for benefits earned

Interest cost

Expected return on plan assets

Amortization of transition obligation

Amortization of prior service cost
Amortization of unrecognized loss

Net periodic benefit cost

Pension Benefits
Three Months Ended
September 30,

Other Benefits
Three Months Ended
September 30,

2006 2005 2006 2005

59 $ 53 $ 7% 8

12¢ 125 18 18

(160) (151) (23) (21)

- - 7 6

13 14 4 3

6 7 1) -

46 $ 48 $ 12 °$ 14

Pension Benefits
Nine Months Ended
September 30,

Other Benefits
Nine Months Ended
September 30,

2006 2005 2006 2005
177 $ 161 $ 21 $ 23

382 374 55 55

(480) (451) (67) (64)

- - 19 19

41 41 11 9

17 21 @) (1)

136 $ 146 $ 37 $ 41

There was no material differenceveen PG&E Corporation's and the Utility's consatlétl net periodic benefit cost.

Under SFAS No. 71, “Accounting foetEffects of Certain Types of Regulation,” as adeeh or SFAS No. 71, regulatory
adjustments are recorded in the Condensed Consalidatements of Income and Condensed Consoli@atledice Sheets of the Utility to
reflect the difference between Utility pension exge or income for accounting purposes and Utildggion expense or income for ratema
purposes, which is based on a funding approachCHiéC has authorized the Utility to recover thet€a@ssociated with its other benefits for
1993 and beyond. Recovery is based on the lesskre @mounts collected in rates or the annual imriton on a tax-deductible basis to the
appropriate trusts. For 2006, only the portionhaf pension contribution allocated to the Gas Tragsion and Storage business is not
recoverable in rates. For the year ended Decenlhe(®6, the expected reduction in net incomerasualt of the Utility not being able to

recover this portion in rates is approximately $8iom.

Nuclear Decommissioning Trust I nvestment Presentation on Statement of Cash Flows

As reported in the 2005 Annual RépBG&E Corporation and the Utility changed thesergation of the Nuclear Decommissioning
Trust investment in their Consolidated StatemehtSash Flows for the year ended December 31, 200aresent investing cash outflows
separately from investing cash inflows. Cash inamd outflows in the Nuclear Decommissioning Timgéstment balances were previot
presented as a single line (net) within the invgstiection of the Statements of Cash Flows. PG&p@ation and the Utility have presented
cash inflows and outflows for the nine months enegtember 30, 2006 and 2005 consistent with tB8 2tinual Report presentation. Th
was no impact to net cash provided by (used injaijpegy, investing or financing activities as a flestithis change in presentation.
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ACCOUNTING PRONOUNCEMENTS ISSUED BUT NOT YET ADOPTE D
Accounting for Uncertainty in Income Taxes

In July 2006, the FASB issued FASB Interpretatiam K8, “Accounting for Uncertainty in Income TaxXes, FIN 48. FIN 48
clarifies the accounting for uncertainty in incotages. The interpretation prescribes a two-stepge®in the recognition and measurement of
a tax position taken or expected to be taken axadturn. The first step is to determine if iisre likely than not that a tax position will be
sustained upon examination by taxing authoritiethi$ threshold is met, the second step is to omeathe tax position on the balance sheet by
using the largest amount of benefit that is gredian 50 percent likely of being realized uponmidtte settlement. FIN 48 also requires
additional disclosures. FIN 48 is effective prospety for fiscal years beginning after December 2806. PG&E Corporation and the Utility
are currently evaluating the impact of this neveiptetation.

Fair Value Measurements

In September 2006, the FASB issued SFAS No. 1540y Walue Measurements,” or SFAS No. 157. SFAS N&. defines fair value
as the price that would be received to sell antasggaid to transfer a liability in an orderly tisaction between market participants at the
measurement date. The standard also establishasaviork for measuring fair value and provideseigqpanded disclosures about fair value
measurements. SFAS No. 157 is effective for figealrs beginning after November 15, 2007. PG&E Cmatian and the Utility are currently
evaluating the impact of this new accounting prartament.

Accounting for Defined Benefit Pensions and Other &stretirement Plans

In September 2006, the FASB issued SFAS No. 158players’ Accounting for Defined Benefit Pensiordddther Postretirement
Plans,” or SFAS No. 158. SFAS No. 158 will requhre funded status of an entity’s plans to be reizaghon the balance sheet, eliminate the
additional minimum liability, and enhance relatasctbsure requirements. The funded status of a\piifbe measured as the difference
between the fair value of plan assets and the geajebenefit obligation for a pension plan andagbeumulated postretirement benefit
obligation for other postretirement benefit plafddditional disclosures are required in the yeaamgblication. SFAS No. 158 is effective as of
the end of the fiscal year ending after DecembeR086. PG&E Corporation and the Utility are cuthgevaluating the impact of this new
accounting pronouncement.

NOTE 3: REGULATORY ASSETS, LIABILITIES AND BALANCIN G ACCOUNTS

PG&E Corporation and the Utility acat for the financial effects of regulation in amtance with SFAS No. 71. SFAS No. 71
applies to regulated entities whose rates are deditp recover the cost of providing service. SRS 71 applies to all of the Ultility's
operations.

Under SFAS No. 71, incurred costd thould otherwise be charged to expense may btatiapd and recorded as regulatory assets
if it is probable that the incurred costs will lezovered in rates in the future. The regulatorgtasare amortized over future periods consit
with the related increase in customer revenuensfsthat a regulated enterprise expects to imcthra future are being recovered through
rates, SFAS No. 71 requires that the regulatedatige record those expected future costs as regylkabilities. In addition, amounts that
are probable of being credited or refunded to gusts in the future must be recorded as regulaiabylities.

To the extent that portions of tidity's operations cease to be subject to SFASMNoor recovery is no longer probable as a result
of changes in regulation or other reasons, theeeleegulatory assets and liabilities are writtéin o

Regulatory Assets

The Utility’s regulatory assets ammprised of the following:

Balance At
(in millions) September 30, December 31,
2006 2005
Energy recovery bond regulatory assets $ 225; $ 2,50¢

Utility retained generation regulatory assets 1,03¢ 1,09¢
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Regulatory assets for deferred income tax 577 53€

Unamortized loss, net of gain on reacquired debt 301 321
Environmental compliance costs 297 31C
Rate reduction bond regulatory assets 24¢ 45€
Regulatory assets associated with plan of reorgtiorz 14¢ 162
Post-transition period contract termination costs 12: 131
Scheduling coordinator costs 122 -
Other, net 141 53
Total regulatory assets $ 524¢ $ 5,57¢

On February 10, 2005 and Novemb@095, PG&E Energy Recovery Funding LLC, or PERHKmnited liability company wholly
owned and consolidated by the Utility (but legalgparate from the Utility), issued the first andasel series, respectively, of energy reco
bonds, or ERBs. The first series was issued foraqpmately $1.9 billion to refinance the after-faalance of the settlement regulatory asset
established under the settlement agreement amo&g &rporation, the Utility, and the CPUC to resolhe Utility’s Chapter 11
proceeding, or Settlement Agreement. The seconesseas issued for approximately $844 million te-fund the Utility’s tax liability that
will be due as the Utility collects the dedicatatercomponent, or DRC, related to the first sesfdSRBs. Upon issuance of the first and
second series, the Utility recorded ERB regulatmyets of approximately $1.9 billion and $838 willirespectively. For the nine months
ended September 30, 2006, the Utility recorded &imation of the ERB regulatory assets of approxatya$257 million. The Utility expects
to fully recover the ERB regulatory assets by the ef 2012.

As a result of the Settlement Agreamthe Utility recognized a one-time non-casmg#i$1.2 billion, pre-tax ($0.7 billion, after-
tax), for the Ultility retained generation regulatassets in the first quarter of 2004. The indigidtomponents of these regulatory assets will
be amortized over their respective lives, with aglveed average life of approximately 16 years. thernine months ended September 30,
2006, the Utility recorded amortization of the iifils retained generation regulatory assets of axprately $61 million.

The regulatory assets for defemedme tax represent deferred income tax benéfishave already been passed through to
customers and are offset by deferred income taxitias. Tax benefits to customers have been ghdseugh as the CPUC requires utilities
under its jurisdiction to follow the “flow throughhethod of passing certain tax benefits to custenigre “flow through” method ignores the
effect of deferred taxes on rates. Based on curegntlatory ratemaking and income tax laws, théitygxpects to recover deferred income
tax related to regulatory assets over periods ngnfyjom 1 to 40 years.

The regulatory asset related tanordized loss, net of gain, on reacquired debtasgmts costs related to debt reacquired or
redeemed prior to maturity with associated discaumuk debt issuance costs. These costs are expediedecovered over the remaining
original amortization period of the reacquired deber the next 1 to 21 years.

The regulatory asset related tdrenmental compliance costs represents the podi@stimated environmental remediation
liabilities that the Utility expects to recoverfurture rates as remediation costs are incurred.Ukhiéy expects to recover these costs over
periods ranging from 1 to 30 years.

The Utility's regulatory asset tethto the rate reduction bonds, or RRBs, represglattric industry restructuring costs that the
Utility expects to collect over the term of the RRB-or the nine months ended September 30, 208&Jtility recorded amortization of the
RRB regulatory asset of approximately $208 millidhe Utility expects to fully recover the RRB regtdry asset by the end of 2007.

Regulatory assets associated \wigh ttility’s Chapter 11 plan of reorganization mgé costs incurred in financing the Utility’s exit
from Chapter 11 and costs to oversee the envirotahenhancement of the Pacific Forest and WaterShedardship Council, an entity that
was established pursuant to the Ultility’s planexfrganization. The Utility expects to recover thessts over periods ranging from 5 to 30
years.
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The regulatory asset related td{rassition period contract termination costs esgnt amounts that the Utility incurred in
terminating a 30-year power purchase agreemens.r€gulatory asset will be amortized and colleatethtes on a straight-line basis until the
end of September 2014, the power purchase agresnoeiginal termination date.

The regulatory asset related t@daling coordinator, or SC, costs represents d¢batshe Utility incurred in its capacity as a
scheduling coordinator for its existing wholesamsmission customers beginning in 1998 (see Nbteelow).

Finally, as of September 30, 2006 and Decembe2@15, the regulatory asset “Other, net” includgzraximately $67 million and
$1 million, respectively, related fwice risk management, or PRM, contracts enteredip the Utility to procure electricity and natligas to
reduce commodity price risks, which are accountec$ derivatives under SFAS No. 133, “AccountiogDerivative Instruments and
Hedging Activities”, or SFAS No. 133. The costs amdceeds of these derivatives are recovered ondefd in regulated rates charged to
customers.

In general, the Utility does notrearreturn on regulatory assets where the relaist$ clo not accrue interest. Accordingly, the only
regulatory assets on which the Utility earns arretire the regulatory assets relating to the Y#litetained generation and unamortized loss,
net of gain on reacquired debt.

Regulatory Liabilities

The Utility’s regulatory liabiliteeare comprised of the following:

Balance At
(in millions) September 30, December 31,
2006 2005
Cost of removal obligation $ 229 $ 2,141
Asset retirement costs 57¢ 53¢
Employee benefit plans 251 19t
Public purpose programs 194 154
Rate reduction bonds 11C 157
Price risk management 49 218
Other 127 10€
Total regulatory liabilities $ 3,601 $ 3,50¢

The Utility's regulatory liabilds related to the cost of removal obligation regmesevenues collected for asset removal costs that
the Utility expects to incur in the future. The wéatory liability associated with asset retiremensts represents timing differences between
the recognition of asset retirement obligationadnordance with GAAP applicable to non-regulateities under SFAS No. 143,
“Accounting for Asset Retirement Obligations”, alRASB Interpretation No. 47, “ Accounting for Coridital Asset Retirement Obligations -
an Interpretation of FASB Statement No. 143 " [Fti¥ 47, and the amounts recognized for ratemakinggses. The Utility's regulatory
liabilities related to employee benefit plans reerg the cumulative differences between expenseginized in accordance with GAAP and
expenses recognized for ratemaking purposes. Tiligy'gtregulatory liability related to public puoge programs represents revenues
designated for public purpose program costs tleegpected to be incurred in the future. The Wtilitegulatory liability for RRBs represents
the deferral of over-collected revenue associatéu tive RRBs that the Utility expects to returrctestomers in the future . The Utility’s
regulatory liability related to PRM represents cants entered into by the Utility to procure elmity and natural gas to reduce commodity
price risks, which are accounted for as derivativeder SFAS No. 133. The costs and proceeds oé tiexsvatives are recovered or refunded
in regulated rates charged to customers.

Regulatory Balancing Accounts

The Utility’s regulatory balancingaunts are used as a mechanism for the Utilitg¢over amounts incurred for certain costs,
primarily commaodity costs. Sales balancing accoantaimulate differences between revenues and fhigy'Slauthorized revenue
requirements. Cost balancing accounts accumulétzeatices between incurred costs and authorizeshte/requirements. The Utility also
obtained CPUC approval for balancing account treatrof variances between forecasted and actual calityrcosts and volumes. This
approval results in eliminating the earnings imgemtn any throughput and revenue variances fronptaibforecast levels. Under-collections
that are probable of recovery through regulategkrate recorded as regulatory balancing accouetsag3ver-collections that are probable of
being credited to customers are recorded as regylbalancing account liabilities.
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The Utility's current regulatory @ating accounts accumulate balances that theytilipects to collect or refund within the next 12
months. Regulatory balancing accounts that thetyJtbes not expect to collect or refund in thetriEx months are included in noncurrent
regulatory assets and liabilities. The CPUC doasahow the Utility to offset regulatory balancimgcount assets against balancing account
liabilities.

Current Regulatory Balancing Account Assets

Balance At
(in millions) September 30, December 31,
2006 2005
Natural gas revenue and cost balancing accc $ 22¢ % 15¢
Electricity revenue and cost balancing accounts 292 56¢
Total $ 521 $ 727
Current Regulatory Balancing Account Liabilities
Balance At
(in millions) September 30, December 31,
2006 2005
Natural gas revenue and cost balancing accc $ 86 $ 13
Electricity revenue and cost balancing accounts 1,012 827
Total $ 1,09¢ $ 84C

During the nine months ended September 30, 20@rder-collection in the Utility’s electricity remue and cost balancing account
assets decreased mainly due to increased custem@ue collection from the July 2006 heat stornhtbsulted in higher electricity usage.
The increase in the over-collected position oflitidity’s electricity revenue and cost balancingaant liabilities is attributable to the
Utility’s procurement of electricity from hydroel&ic resources, which resulted in lower operatingts compared to operating costs
associated with procurement from qualifying faiht or QFs.

The under-collection recorded in the Utility’s natiuigas revenue and cost balancing account fotsaged the over-collection
recorded in the Utility’s natural gas revenue aost dalancing account for liabilities resulted freat revenue requirements, which exceed
actual revenue collection from customers duringsihring and summer season when gas usage is ltoelse year.

NOTE 4: DEBT
PG&E Corporation

For details on PG&E Corporation’siahe Utility’s debt obligations, credit facilitieand shorterm borrowings not discussed bel
refer to Note 4 in the Notes to the ConsolidatathRtial Statements in the 2005 Annual Report. Aaluttly, the Utility is required to
recognize capital lease obligations related tcag@i®F contracts. Refer to Note 11 below for furtthetails.

Convertible Subordinated Notes

PG&E Corporation currently has cansting $280 million of 9.50% Convertible SubordawiNotes, or Convertible Subordinated
Notes, that are scheduled to mature on June 30, Abkse Convertible Subordinated Notes may beertew (at the option of the holder)
any time prior to maturity into 18,558,655 sharesamnmon stock of PG&E Corporation, at a convergidne of approximately $15.09 per
share. The conversion price is subject to an adjeist should a significant change occur in the nurob®G&E Corporation's outstanding
common shares. To date, the conversion price ha®qgoired adjustment. In addition, holders of @anvertible Subordinated Notes are
entitled to receive “pass-through dividends” defeed by multiplying the amount of the cash divideradd by PG&E Corporation per share
of common stock by a number equal to the principabunt of the Convertible Subordinated Notes diibg the conversion price. In
connection with each of the common stock dividgpaisl on January 16, April 15, July 15, and Octdt®r2006, PG&E Corporation paid
approximately $6 million of “ pass-through dividentito the holders of Convertible Subordinated Mat&he holders have a ofime right to
require PG&E Corporation to repurchase the CorblerSubordinated Notes on June 30, 2007, at a psecprice equal to the principal
amount plus accrued and unpaid interest (includquidated damages and unpaid “pass-through didggrif any). Accordingly, PG&E
Corporation has classified the Convertible
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Subordinated Notes in Current Liabilities - Longatedebt, in the accompanying Condensed Consolidsaé¢ahce Sheet as of September 30,
2006.

In accordance with SFAS No. 133,dhedend participation rights component is considieto be an embedded derivative instrur
and, therefore, must be bifurcated from the CoiilblerGubordinated Notes and recorded at fair vadueG&E Corporation's Condensed
Consolidated Financial Statements. Changes inaihedlue are recognized in PG&E Corporation's Gmsgd Consolidated Statements of
Income as a non-operating expense or income (iedlird Other income (expense), net). At SeptembgeR@06 and December 31, 2005, the
total estimated fair value of the dividend partatipn rights component, on a pre-tax basis, wascppately $82 million and $92 million,
respectively, of which $23 million and $22 millioespectively, was classified as a current ligb{iih Current Liabilities - Other) and $59
million and $70 million, respectively, was clasadias a noncurrent liability (in Noncurrent Liatis - Other).

Utility
Pollution Control Bonds

The California Pollution Controlnaincing Authority and the California Infrastructed Economic Development Bank issued
various series of tax-exempt pollution control befar the benefit of the Utility. At September 2006, pollution control bonds in the
aggregate principal amount of $1.6 billion werestariding. Under the pollution control bond loanesggnents, the Utility is obligated to pay
on the due dates an amount equal to the pringpamium (if any), and interest on these bonds edthstees for the bonds.

All of the pollution control bonfisanced or refinanced pollution control facilitiasthe Utility's Geysers geothermal power plant,
or the Geysers Project, or at the Utility's DiaBlanyon nuclear power plant, or Diablo Canyon. I189,9he Utility sold the Geysers Project
Geysers Power Company LLC, a subsidiary of Calfiogporation. The Geysers Project purchase andagateements state that Geysers
Power Company LLC will use the facilities solelymslution control facilities within the meaning 8ection 103(b)(4)(F) of the Internal
Revenue Code and associated regulations, or the. @dFebruary 3, 2006, Geysers Power Company e for reorganization under
Chapter 11. The Utility believes that the Geysergdet will continue to meet the use requiremeiithhe Code.

Commercial Paper Program

On January 10, 2006, the Utilityezad into various agreements to establish thesteamd procedures for the issuance of up to $1
billion of unsecured commercial paper by the Utifior general corporate purposes. The commercigdipaill not be registered under the
Securities Act of 1933 or applicable state seasitaws and may not be offered or sold in the dr8tates without registration under the
Securities Act of 1933 or applicable state seasitaws or an applicable exemption from registrateguirements. The commercial paper
may have maturities of up to 365 days and will ragkally with the Utility’s unsubordinated and unseed indebtedness. At September 30,
2006, the Utility had $281 million of commercialge outstanding at an average interest rate obappately 5.38%. Commercial paper
notes are sold at an interest rate dictated bynmiet at the time of issuance.

Rate Reduction Bonds

In December 1997, PG&E Funding LlaGimited liability corporation wholly owned by amdnsolidated by the Utility, issued $2.9
billion of RRBs. The proceeds of the RRBs were use&®G&E Funding LLC to purchase from the Utilityetright, known as “ transition
property, ” to be paid a specified amount from arge levied on residential and small commercialarasrs. The total principal amount of
RRBs outstanding at September 30, 2006 was appabaiyn$366 million. The RRBs outstanding are scledito mature on December 26,
2007.

While PG&E Funding LLC is a whollyvaed consolidated subsidiary of the Utility, ilégally separate from the Utility. The assets
of PG&E Funding LLC are not available to creditofghe Utility or PG&E Corporation, and the traisit property is not legally an asset of
the Utility or PG&E Corporation. The RRBs are s@tlisolely by the transition property and theredsaetourse to the Utility or PG&E
Corporation.

Energy Recovery Bonds
In 2005, PERF issued two separaiesef ERBs in the aggregate amount of $2.7 lillibhe proceeds of the ERBs were used by

PERF to purchase from the Utility the right, knoas" recovery property, " to be paid a specifiecbant from a DRC. DRC charges are
authorized by the CPUC under state legislationwiticbe paid by the Utility's electricity
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customers until the ERBs are fully retired. Thalgrincipal amount of ERBs outstanding at Septem36e 2006 was approximately $2.4

billion.

While PERF is a wholly owned comdated subsidiary of the Utility, PERF is legalgparate from the Utility. The assets of PERF
(including the recovery property) are not availabolereditors of the Utility or PG&E Corporatiomdthe recovery property is not legally an

asset of the Utility or PG&E Corporation.

NOTE 5: SHAREHOLDERS' EQUITY

PG&E Corporation's and the Utilitglsanges in shareholders' equity for the nine nmatided September 30, 2006 were as follows:

PG&E
Corporation Utility
Total Common Total
Shareholders' Shareholders'
(in millions) Equity Equity
Balance at December 31, 2005 $ 7,21 $ 7,65(
Net income 83¢ 82¢€
Common stock issued 10€ -
PG&E Corporation common stock repurchased:
Settlement of accelerated share repurchase oligatlarch 2006 (58) -
Settlement of accelerated share repurchase oldigatiune 2006 (56) -
Common restricted stock amortization 15 -
Common stock dividends paid (22¢) (34E
Common stock dividends declared but not yet paid (11€) -
Preferred stock dividends - (20
Tax benefit from share-based payment awards 38 42
Balance at September 30, 2006 $ 7,76C $ 8,16:

Stock Repurchases

On November 16, 2005, PG&E Corporatntered into an accelerated share repurchasggament, or ASR, with Goldman Sachs
& Co., or GS&Co., under which PG&E Corporation reghased and retired 31,650,300 shares of its auistg common stock for an initial
aggregate purchase price of approximately $1.ibbijllor $34.75 per share. Under the share forwgrdeament related to the ASR, certain
additional payments were required by both PG&E Gmafion and GS&Co., including a price adjustmersduabon the difference between the
initial purchase price and the average of the dailyme weighted average price of PG&E Corporatiommon stock over a seven-month
period. The price adjustment and any additionahgent obligations could be settled, at PG&E Corporeg option, in cash or in shares of its
common stock, or a combination of the two. Unté thSR was completed or terminated, GAAP required&PGorporation to assume that it
would issue shares to settle its obligations. PG&fporation calculated the number of shares thaidvibave been required to satisfy its
obligations upon completion of the ASR based omtlagket price of PG&E Corporation's common stocthatend of the reporting period.
The number of shares that would be required tefyatie obligations was treated as outstanding@mposes of calculating diluted EPS. To
reflect the potential dilution that existed whiteetshare forward obligations were outstanding, P@&®iporation treated approximately 1
million additional shares of PG&E Corporation commstock as outstanding for purposes of calculadihged EPS for the nine months
ended September 30, 2006 (see Note 6 below). OnhVEdr, 2006 and June 13, 2006, PG&E Corporatioth &&Co. approximately $58
million and $56 million, respectively (net of amdsipayable by GS&Co. to PG&E Corporation), in ademce with the terms of the ASR .
PG&E Corporation’s payments to GS&Co. reduced comstwareholders’ equity. PG&E Corporation has noaieimg obligation under the
November 2005 ASF

Dividends
On February 16, June 22, and Sepgeb, 2006, the Utility paid common stock dividendtaling $371 million, including $345

million of common stock dividends paid to PG&E Corgtion and $26 million of common stock dividendsdpto PG&E Holdings, LLC, a
wholly owned subsidiary of the Utility.
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On January 16, April 15, July 15d&ctober 15, 2006, PG&E Corporation paid commonkstividends of $0.33 per share, tota
$488 million, including $33 million of common stodividends paid to EIm Power Corporation, a wholiyned subsidiary of PG&E
Corporation. PG&E Corporation and the Utility re¢d@mommon stock dividends declared to Reinvestedifgs.

On February 15, May 15, and Augist2006, the Utility paid a cash dividend on vasi@eries of its preferred stock outstanding
totaling $10 million. On September 20, 2006, theuloof Directors of the Utility declared a cashidand on various series of its preferred
stock payable on November 15, 2006 to sharehotiferecord on October 31, 2006.

NOTE 6: EARNINGS PER COMMON SHARE

EPS is calculated utilizing thevotclass ” method, by dividing the sum of distrigditearnings to common shareholders and
undistributed earnings allocated to common shadsslby the weighted average number of common shartstanding during the period. In
applying the “two-class” method, undistributed éags are allocated to both common shares and jpatiicg securities. PG&E Corporation's
Convertible Subordinated Notes are entitled toivec®ass-through dividends” prior to exercising gtonversion option and meet the criteria
of a participating security. The Convertible Suboatied Notes are convertible, at the option ofttbkelers, into 18,558,655 common shares.
All PG&E Corporation's participating securities figipate on a 1:1 basis in dividends with commoarsholders.

PG&E Corporation applies the tregsiock method of reflecting the dilutive effectmftstanding stock-based compensation in the
calculation of diluted EPS in accordance with SP¥& 128, “Earnings Per Share,” or SFAS No. 128. Si¥o. 128 requires that proceeds
from the exercise of options and warrants shaldsimed to be used to purchase common sharesaatettagie market price during the
reported period. The incremental shares, the @iffiez between the number of shares assumed issoerexgrcise and the number of shares
assumed purchased, must be included in the nunfilbezighted average common shares used for thelatitou of diluted EPS.

The following is a reconciliatioh®G&E Corporation's net income and weighted avei@@mmon shares outstanding for
calculating basic and diluted EPS:

Three Months Ended Nine Months Ended

(in millions, except share amounts) September 30, September 30,

2006 2005 2006 2005
Net income $ 39¢ $ 252 $ 83¢ $ 737
Less: distributed earnings to common shareholders 11E 111 344 334
Undistributed earnings 27¢ 141 49t 402
Less: undistributed earnings from discontinued afens - 13 - 13
Undistributed earnings from continuing operations $ 27¢  $ 12¢ % 49t 3 39C
Common shareholders earnings
Basic
Distributed earnings to common shareholders $ 11t $ 111 $ 344 $ 334
Undistributed earnings allocated to common shadshel-
continuing operations 264 122 46¢ 371
Undistributed earnings allocated to common shackdrel-
discontinued operations - 12 - 12
Total common shareholders earnings, basic $ 37¢ $ 24 $ 81: $ 717
Diluted
Distributed earnings to common shareholders $ 115 $ 111 $ 344 % 334
Undistributed earnings allocated to common shadshsl-
continuing operations 264 122 46¢ 371
Undistributed earnings allocated to common shadshel-
discontinued operations - 12 - 12
Total common shareholders earnings, diluted $ 37¢ $ 24t $ 81: $ 717
Weighted average common shares outstanding, basic 347 372 34k 37¢

9.50% Convertible Subordinated Notes 19 19 19 19
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Weighted average common shares outstanding and

participating securities, basic 36€ 391 364 39t
Weighted average common shares outstanding, basic 347 372 34k 37¢€
Employee share-based compensation and acceletstss <

repurchase progra‘? 2 4 4 4
Weighted average common shares outstanding, diluted 34¢ 37€ 34¢ 38C
9.50% Convertible Subordinated Notes 19 19 19 19
Weighted average common shares outstanding and

participating securities, diluted 36¢ 39t 36¢ 39¢

Net earnings per common share, basic

Distributed earnings, basic $ 03 $ 03C $ 10C $ 0.8¢
Undistributed earnings - continuing operationsjbas 0.7¢ 0.3z 1.3€ 0.9¢
Undistributed earnings - discontinued operationasj® - 0.0% - 0.0%
Total $ 1.0¢ $ 0.6 $ 236 $ 1.91

Net earnings per common share, diluted

Distributed earnings, diluted $ 03 $ 03C $ 0.9¢ $ 0.8¢
Undistributed earnings - continuing operationsjbas 0.7¢ 0.32 1.34 0.9¢
Undistributed earnings - discontinued operationasj® - 0.0% - 0.0%
Total $ 1.0¢ $ 0.6t $ 23: % 1.8¢

(1) Includes approximately one million shares treatdutstanding in connection with the November 28R for the nine months ended
September 30, 2006 (see Note 5 for further dison$si he remaining approximately three million ®sarelate to share-based compensation
and are deemed to be outstanding in accordanceSKF#t§ No. 128 for the purpose of calculating ERSHe nine months ended September
30, 2006.

Options to purchase 23,000 sharé¥G&E Corporation common stock were excluded froendomputation of diluted EPS for the
three and nine months ended September 30, 200bhd®etae exercise prices of these options wereggrédan the average market price of
PG&E Corporation common stock over these periodlsogtions to purchase shares of PG&E Corporatmmmon stock were included in 1
computation of diluted EPS for the three and nirtins ended September 30, 2006 because the optocise prices of these options were
lower than the average market price of PG&E Corpmmacommon stock over these periods.

PG&E Corporation reflects the pregerdividends of subsidiaries as other expensedomputation of both basic and diluted EPS.
NOTE 7: RISK MANAGEMENT ACTIVITIES
Commodity Procurement Activities

The Utility enters into contractspimcure electricity, natural gas, nuclear fuetj rm transmission rights. Except for contractatth
meet the definition of normal purchases and salédgerivative contracts, including contracts desigd as cash flow hedges of natural gas in
the natural gas portfolios, are recorded at fdwe/and presented as PRM assets and liabilitighebalance sheet. On PG&E Corporation’s
and the Utility's Condensed Consolidated Balan@e&h PRM activities consist of $21 million in Gant Assets Prepaid expenses and otl
$48 million in Other Noncurrent Assets - Other, 2Qillion in Current Liabilities - Other, and $66lhon in Noncurrent Liabilities -Other a:
of September 30, 2006, and $140 million in Currssgets - Prepaid expenses and other, $212 mili@ther Noncurrent Assets - Other, and
$2 million in Current Liabilities - Other as of Dermber 31, 2005. Since these contracts are usethlith regulatory framework, regulatory
accounts are recorded to offset the costs and pdsaaf these derivatives recognized in earningssabdequently recovered in regulated rates
charged to customers. The Utility recorded $15iamlbhs long-term regulatory liabilities, $12 milli@s current regulatory liabilities, and $29
million as regulatory assets from cash flow hedgeSeptember 30, 2006, compared to $59 milliomag-term regulatory liabilities, $2
million as current regulatory liabilities, and lehan $1 million as regulatory assets at Decembef@05.
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Credit risk is the risk of loss tfB&E Corporation and the Utility would incur if stomers or counterparties failed to perform their
contractual obligations. The Ultility is exposedatooncentration of credit risk associated with neddes from the sale of natural gas and
electricity to residential and small commercialtonsers in northern and central California. Thisddreisk exposure is mitigated by requiring
deposits from new customers and from those customigose past payment practices are below stanflanaterial loss associated with the
regional concentration of retail receivables is cmtsidered likely .

Additionally, the Utility has a cogmttration of credit risk associated with its whalescounterparties mainly in the energy industry,
including other investor-owned electric utilitissunicipal utilities, energy trading companies, fingl institutions, and oil and natural gas
production companies located in the United Statels@anada. This concentration of counterparties im@gct the Utility's overall exposure
to credit risk because counterparties may be silyiédfected by economic or regulatory changestber changes in conditions. If a
counterparty failed to perform on its contractualigation to deliver electricity, then the Utilitpay need to procure electricity at current
market prices, which may be higher than those ity contracted. Credit losses attributable tenembles and electrical and gas
procurement activities from both retail and wholesaistomers and counterparties are expected tecogerable from customers through
rates and, therefore, are not expected to haveerialdmpact on earnings.

The Utility manages credit risk fter wholesale customers or counterparties by asgjgredit limits based on an evaluation of their
financial condition, net worth, credit rating, aoither credit criteria as deemed appropriate. Ciigdits and credit quality are monitored
frequently and a detailed credit analysis is penfeat at least annually. Further, the Utility reli@smaster agreements that require security,
referred to as credit collateral, in the form olcaletters of credit, corporate guarantees offgtabée credit quality, or eligible securities if
current net receivables and replacement cost exp@seeed contractual specified limits.

The schedule below summarizes tlikity# net credit risk exposure, as well as thdityts credit risk exposure to its wholesale
customers or counterparties with a greater than Aé@tredit exposure, at September 30, 2006 andieer 31, 2005:

Net Exposure

Gross Credit Number of to
Exposure Wholesale Wholesale
Before Customers or Customers or
Credit Credit Net Credit Counterparties Counterparties
(in millions) Collateral @ _Collateral  Exposure® >10% >10%
September 30, 2006 $ 212 $ 23 % 18¢ 2$ 107
December 31, 200! 447 10t 34z 3 16t

(1) Gross credit exposure equals mark-to-market vatuinancially settled contracts, notes receivahtel net receivables (payables) where
netting is contractually allowed. Gross and netlitrexposure amounts reported above do not inchajiestments for time value or liquidity.
The Utility's gross credit exposure includes whalesctivity only.

(@) Net credit exposure is the gross credit exposureiséredit collateral (cash deposits and lettexsedit). For purposes of this table,
parental guarantees are not included as part afaioalation.

NOTE 8: SHARE-BASED COMPENSATION

On January 1, 2006, the PG&E Caapon 2006 Long-Term Incentive Plan, or 2006 LTdBcame effective. The 2006 LTIP
permits the award of various forms of incentive adgaincluding stock options, stock appreciati@hts, restricted stock awards, restricted
stock units, performance shares, performance uiefgjred compensation awards, and other stocldtmsards, to eligible employees of
PG&E Corporation and its subsidiaries. Non-emplagieectors of PG&E Corporation are also eligible¢oeive restricted stock and either
stock options or restricted stock units under trenfula grant provisions of the 2006 LTIP. A maximafrii2 million shares of PG&E
Corporation common stock (subject to adjustmentfanges in capital structure, stock dividendsitber similar events) have been reserved
for issuance under the 2006 LTIP, of which 11,489,4hares were available for award at Septembe2(&®.

The 2006 LTIP replaced the PG&E @oation Long-Term Incentive Program, which expicedDecember 31, 2005. Awards made
under the PG&E Corporation Long-Term Incentive Paog before December 31, 2005 and that are still
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outstanding continue to be governed by the terrdscanditions of the PG&E Corporation Long-Term Intbee Program. Some of the stock
options that are still outstanding under the PG&#pOration Long-Term Incentive Program have assedidividend equivalents.

PG&E Corporation and the Utility use estimated annual forfeiture rate of 2%, basehistoric forfeiture rates, for purposes of
determining compensation expense for share-basedtine awards. The following table provides a swamnof total compensation expense
for share-based incentive awards for the threenam&lmonths ended September 30, 2006:

PG&E Corporation Utility
Three Months Nine Months Three Months Nine Months

Ended Ended Ended Ended
(in millions) September 30, September 30, September 30, September 30,

2006 2006 2006 2006
Stock Options $ 3 $ 9 $ 2 $ 6
Restricted Stock 4 15 3 11
Performance Shares (@) 20 (1) 14
Total Compensation Expense (pre-tax) $ 6 $ 44 $ 4 $ 31
Total Compensation Expense (after-tax) $ 4 $ 26 $ 2 % 18

As discussed in Note 2, “New andnBigant Accounting Policies - Share-Based Payniaftective January 1, 2006, PG&E
Corporation adopted the fair value recognition Bimns for shardsased payment using the modified prospective agopdic method provide
by SFAS No. 123R.

Stock Options

Stock options are granted with aereise price equal to the market price of PG&E Gompion’s stock at the date of grant and
generally vest over four years of continuous sexrvidhe options have a 10-year contractual term.

The fair value of each stock opti®estimated on the date of grant using the Bladhkefs valuation method. The weighted average
grant date fair value of options granted usingBleek-Scholes valuation method was $6.98 and $g8eskhare in 2006 and 2005,
respectively. The significant assumptions usedfares granted in 2006 and 2005 were:

2006 2005
Expected stock price volatility 22.1% 40.6%
Expected annual dividend payment $ 132 $ 1.2C
Risk-free interest rate 4.4€% 3.7%
Expected life 5.6 year 5.9 year

Expected volatilities are based wtdnical volatility of PG&E Corporation’s commotogk. The expected life of stock options is
derived from historical data that estimates stquiom exercise and employee departure behaviorriskdree interest rate for periods within
the contractual term of the stock option is bagethe U.S. Treasury rates in effect at the datgrant.

The following table summarizes tatafinsic value of options exercised during theethand nine months ended September 30,

PG&E Corporation Utility
Three Months Nine Months Three Months Nine Months
Ended Ended Ended Ended
(in millions) September 30, September 30, September 30, September 30,
2006:
Intrinsic value of options exercised $ 18 $ 79 $ 9 % 41
2005:

Intrinsic value of options exercised $ 28 % 11€ $ 13 $ 52
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The tax benefit from options exeedisotaled $34 million for the period ended Septen#®, 2006, of which approximately $40
million was recognized by the Utility.

The following table summarizes stogiion activity for PG&E Corporation and the Utilifor the nine months ended September 30,

2006:
Weighted
Average
Weighted Remaining
Average Contractual Aggregate
Options Shares Exercise Price Term Intrinsic Value
Outstanding at January 1, 2006 11,899,05 $ 23.2¢
Grantec® 12,45; 37.47
Exercised (4,542,71 22.47
Forfeited or expired (120,55¢) 24.9¢
Outstanding at September 30, 2006 7,248,241 24.0¢ 56 ¢ 159,222,48
Exercisable at September 30, 2006 4,924,48 18.42 41 ¢  92,773,36

() No stock options were awarded to employees in 2006ever, certain non-employee directors of PG&EpBmtion were awarded stock
options.

The following table summarizes stogiion activity for the Utility for the nine mondlended September 30, 2006:

Weighted
Average
Weighted Remaining
Average Contractual Aggregate
Options Shares Exercise Price Term Intrinsic Value
Outstanding at January 1, 2006 7,371,76. $ 23.1¢
Granted - -
Exercised (2,395,59) 22.3(
Forfeited or expired (96,974 24.7¢
Outstanding at September 30, 2006 4,879,19: 23.5¢ 5¢ ¢ 107,769,13
Exercisable at September 30, 2006 3,245,70! 18.9(C 45 ¢ 63,933,38

As of September 30, 2006, there aygmoximately $13 million of total unrecognized qmnsation cost, of which $9 million related
to the Utility. That cost is expected to be recagdiover a weighted average period of 1.9 yearB®&%E Corporation and over a weighted
average period of 1.8 years for the Utility.

Restricted Stock

During the nine months ended Septwm30, 2006, PG&E Corporation awarded 548,555eshaff PG&E Corporation restricted
common stock to eligible participants of PG&E Cagdmn and its subsidiaries, of which 387,600 shavere awarded to the Utility’eligible
participants.

The restricted shares are heldhiescrow account. The shares become availabletertiployees as the restrictions lapse. For the
restricted stock awarded in 2003, the restrictiom80% of the shares lapse automatically over imgh@f four years at the rate of 20% per
year. Restrictions on the remaining 20% of the eshavill lapse at a rate of 5% per year if PG&E @ogpior's annual total shareholder rett
or TSR, is in the top quatrtile of its comparatargy as measured at the end of the immediately gireggear. For restricted stock awarded in
2004 and 2005, there are no performance critedatam restrictions will lapse ratably over four gedor restricted stock awarded in 2006,
the restrictions on 60% of the shares will laps=atically over a period of three years at the aft20% per year. If PG&E Corporation’s
annual TSR is in the top quartile of its comparat@mup as measured for the three immediately pregethlendar years, the restrictions on



remaining 40% of the shares will lapse on the Brsdiness day of 2009. If PG&E Corporation’s TSRasin the top quartile for such period,
then the restrictions on the remaining 40% of theras will lapse on the first business day of 2@dmpensation expense related to the
portion of the 2006 restricted stock award
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subject to conditions based on TSR is recognized the shorter of the requisite service periodtange years.

The tax benefit from restricted &tgettlements totaled $4 million for the nine menémded September 30, 2006, of which
approximately $2 million was recognized by the igtilThere was no tax benefit from restricted steeklements for the three months ended
September 30, 2006 for PG&E Corporation or theititil

The following table summarizes rnesed stock activity for PG&E Corporation and ti#lity for the nine months ended September
30, 2006:

Number of
Shares of Weighted
Restricted Average Grant-
Stock Date Fair Value
Nonvested at January 1, 20 1,399,990 $ 22.3]
Granted 548,55! 37.4%
Vested (493,879 20.97%
Forfeited (79,09Y) 18.3¢
Nonvested at September 30, 2( 1,375,57! 29.1¢

The following table summarizes restd stock activity for the Utility for the nimaonths ended September 30, 2006:

Number of
Shares of Weighted
Restricted Average Grant-
Stock Date Fair Value
Nonvested at January 1, 20 958,99 $ 22.4i
Granted 387,60( 37.4i
Vested (340,39¢) 21.0¢
Forfeited (65,527) 19.5¢
Nonvested at September 30, 2( 940,67¢ 29.37

As of September 30, 2006, there aygmoximately $21 million of total unrecognized qmnsation cost, of which $15 million
related to the Utility. PG&E Corporation and thelityt expect to recognize this cost over a weighawdrage period of 1.6 years.

Performance Shares

During the nine months ended Septw0, 2006, PG&E Corporation awarded 548,5550padnce shares to certain officers and
employees of PG&E Corporation and its subsidianésvhich 387,600 shares were awarded to certalitykfficers and employees.
Performance shares are hypothetical shares of PG&poration common stock that vest at the endtbfee-year period and are settled in
cash. Upon vesting, the amount of cash that retipigre entitled to receive is based on the avaraging price of PG&E Corporation stock
for the last 30 calendar days of the year precetfiagyesting date and a payout percentage, rgrfigim 0% to 200%, as measured®@&E
Corporation’s TSR relative to its comparator gréopthe applicable three-year period.

The following table summarizes pemiance share activity for PG&E Corporation andUliéty for the nine months ended
September 30, 2006:

Number of
Performance
Shares
Nonvested at January 1, 20 803,97!
Granted 548,55!
Vested -
Forfeited (21,067)



Nonvested at September 30, 2( 1,331,46!

The following table summarizes periance shares activity for the Utility for the @imonths ended September 30, 2006:
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Number of

Performance
Shares
Nonvested at January 1, 20 566,08t
Granted 387,60(
Vested -
Forfeited (20,507
Nonvested at September 30, 2( 933,17¢

Outstanding performance shares lassiied as a liability on the Condensed Constéiddinancial Statements of PG&E
Corporation and the Utility because the performatwaes can only be settled in cash upon satisfeofithe performance criteria. The
liability related to the performance shares is radrio market at each reporting date to reflechtheket price of PG&E Corporation common
stock and the payout percentage at the end okftarting period. Accordingly, compensation expaesegnized for performance shares will
fluctuate with PG&E Corporation’s common stock prand its performance relative to its peer group.

NOTE 9: RELATED PARTY AGREEMENTS AND TRANSACTIONS

In accordance with various agreemehe Utility and other subsidiaries provide aeceive various services to and from their
parent, PG&E Corporation, and among themselves.Uklity and PG&E Corporation exchange administratand professional services in
support of operations. Services provided direcliPG&E Corporation by the Utility are priced at thigher of fully loaded cost (i.e., direct
costs and allocations of overhead costs) or farkatavalue, depending on the nature of the servigesvices provided directly to the Utility
by PG&E Corporation are priced at the lower ofyfutladed cost or fair market value, depending enriiture of the services. PG&E
Corporation also allocates certain other corpoadtainistrative and general costs, at cost, to tiiléyand other subsidiaries using agreed
upon allocation factors, including the number opésyees, operating expenses excluding fuel purchastl assets, and other cost allocation
methodologies. The Utility's significant relatedtyaransactions and related receivable (payald&rizes were as follows:

Receivable (Payable)

Three Months Ended Nine Months Ended Balance Outstanding at
September  December
(in millions) September 30, September 30, 30, 31,
2006 2005 2006 2005 2006 2005
Utility revenues from:
Administrative services provided to PG&E
Corporation $ 1% 1% 3% 4% 1% 2
Utility employee benefit assets due from
PG&E Corporation QD - 2 - 21 23
Interest from PG&E Corporation on
employee benefit assets - - 1 - - -
Utility expenses from:
Administrative services received from PG¢
Corporation $ 24 $ 21 $ 72 % 70 $ (38) % (37)

NOTE 10: THE UTILITY'S EMERGENCE FROM CHAPTER 11

The Utility emerged from Chapterwfien its plan of reorganization became effectivé\pril 12, 2004. The plan of reorganization
incorporated the terms of the Settlement Agreenftitough the Utility's operations are no longebjgat to the oversight of the Bankruptcy
Court, the Bankruptcy Court retains jurisdictiorhar and determine disputes arising in connegtitinthe interpretation, implementation,
enforcement of (1) the Settlement Agreement, (&)allan of reorganization, and (3) the Bankruptcyi€s December 22, 2003 order
confirming the plan of reorganization, or confirmatorder. In addition, the Bankruptcy Court retajarisdiction to resolve remaining
disputed claims. Refer to the 2005 Annual Reparafturther discussion of the Utility’'s emergenoenii Chapter 11.

On March 16, 2006, the U.S. CourAppeals for the Ninth Circuit, or Ninth Circuitistnissed as moot an appeal of the
confirmation order. The appeal had been filed by fermer commissioners of the CPUC who did not otapprove the Settlement
Agreement. On March 30, 2006, one of the two foromenmissioners filed a petition for rehearing vitie
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Ninth Circuit. On April 7, 2006, the Ninth Circudenied the petition. The time period during whiksl former commissioners could have fi
a petition for rehearing with the U.S. Supreme €bas expired, rendering the confirmation ordealfiand no longer subject to appeal.

As of September 30, 2006 and Decer@be2005, the Utility had accrued approximately2billion for remaining net disputed
claims, consisting of approximately $1.7 billionagfcounts payable-disputed claims primarily payéblkie California Independent System
Operator, or ISO, and the California Power Exchang®X, offset by an accounts receivable amowrhfthe ISO and the PX of
approximately $0.5 billion. The Utility held appiimately $1.2 billion in escrow, which is recordesirastricted cash, for the payment of the
remaining disputed claims as of September 30, 2B@6December 31, 2005. Upon resolution of thesmsland under the terms of the
Settlement Agreement, any net refunds, claimsetdfor other credits that the Utility receivesirenergy suppliers will be returned to
customers, less deductions for contingencies, ataoetated to certain wholesale power purchasesiaralints due to shareholders. With the
approval of the Bankruptcy Court, the Utility haghadrawn certain amounts from escrow in connectitth settlements with certain ISO and
PX sellers.

NOTE 11: COMMITMENTS AND CONTINGENCIES

PG&E Corporation and the UtilityMeasubstantial financial commitments and contingesim connection with agreements entered
into supporting the Utility's operating activities.

Commitments
PG&E Corporation
In addition to material commitmentlated to the Utility and disclosed elsewherthéNotes to the Condensed Consolidated

Financial Statements, at September 30, 2006, PGéradtation has a commitment relating to naturalgjpsline firm transportation
contracts effective November 1, 2007 through Oat@ie 2023. The firm quantity under the contrastapproximately 50 million cubic feet
per day and PG&E Corporation has estimated thaiameservation charges will range between appratetyp $8 million and $10 million.
Utility
Power Purchase Agreements

As part of the ordinary course osibgss, throughout the year, the Utility enters wdrious agreements to purchase energy and

makes payments on existing power purchase agresnfrfseptember 30, 2006, the expected paymensofwer purchase agreements based
on September 30, 2006 forward prices were as fallow

(in millions)
2006 $ 542
2007 2,072
2008 1,99¢
2009 1,744
2010 1,51¢
Thereafter 11,30«
Total $ 19,17¢

Payments made by the Utility undewpr purchase agreements amounted to approxintite®$3 million for the nine months
ended September 30, 2006, and $1,535 million feistime period in 2005. As the Utility acts as @myagent for the California Department
of Water Resources, or DWR, the amounts describedeado not include payments related to DWR poweclpases.

The CPUC is considering various policy and pridsgpes related to power purchased from QFs in absglemaking proceedings.
is expected that a proposed decision addressirsg tikeues will be issued soon. In April 2006, thidtiand the Independent Energy
Producers on behalf of certain QFs entered in&ttiement agreement to resolve these issues ictgp®f how the CPUC ultimately
resolves these issues. These issues remain ureddolvthe QFs that did not accept the terms ob#itement agreement. On July 20, 2006,
the CPUC approved the settlement agreement anddsnggits relating to QFs which became effective aheeCPUC decision became final
and non-appealable on August 21, 2006. As of SdmeB0, 2006, 122 QFs are subject to an amendmémio existing contracts with the
Utility to
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reduce the Utility’s energy payments and to essabdi new five-year fixed pricing option for nonunall gas-fired QFs. The
settlement agreement also resolves certain eneigjy claims among the Utility and the settling QRat are pending in another CPUC
proceeding. When a final decision addressing tiessees is issued by the CPUC, the Utility will rakeiate the accounting treatment for QF
contracts that are affected by the decision.

As a result of the amendments, several of the Qfracts became subject to lease accounting undsg 8. 13, “Accounting for
Leases,” or SFAS No. 13, due to the nature of ittelfcapacity payments. SFAS No. 13 requires thiiyio recognize capital lease
obligations and assets equal to the present vdlte dixed capacity payments under the QF agre¢srtbat are treated as capital leases.
Accordingly, the Utility recorded Current Liabikts - Other and Non-Current Liabilities - Other ppeoximately $26 million and $378
million, respectively, as of September 30, 2006resenting the present value of the fixed capaEments due under these contracts. The
corresponding assets of $408 million are incluaeplant, property and equipment on the Utility'sn@ensed Consolidated Balance Sheet at
September 30, 2006. The UtilisygCondensed Consolidated Balance Sheet also eelectimulated amortization related to the leaseetsas!
$4 million at September 30, 2006.

The following table shows the future fixed capagiiyments due under the QF contracts that areetteat capital leases. (These
amounts are also included in the table above).fiked capacity payments are discounted to the ptesdue shown in the table below using
the Utility’s incremental borrowing rate at the @ption of the leases. The amount of this discaaishbwn in the table below as the amount
representing interest.

(in millions)

2006 $ 11
2007 50
2008 50
2009 50
2010 50
Thereafter 352
Total fixed capacity payments 563
Less: Amount representing interest (159)
Present value of fixed capacity payments $ 404

Interest and amortization expense associated htltease obligation is included in the cost of teieity on the Utility’s Condensed
Consolidated Statement of Income. In accordande 8KHAS No. 71, the timing of the Utility’s recogoit of the lease expense will conform
to the ratemaking treatment for the Utilgyecovery of the cost of electricity. The QF caaots that are treated as capital leases expireche
April 2014 and September 2021.

Capacity payments are based on the QF’s totalablaicapacity and contractual capacity commitm@apacity payments may be
adjusted if the QF fails to meet or exceeds perémre requirements specified in the applicable pguechase agreement.

Natural Gas Supply and Transportation Commitments
The Utility purchases natural gasatly from producers and marketers in both thé&thStates and Canada to serve its residential
and small commercial, or core, gas customers. ©heact lengths and natural gas sources of théyKiportfolio of natural gas procurement

contracts have fluctuated, generally based on maditions.

At September 30, 2006, the Utitityxpected payments for natural gas purchases basgeptember 30, 2006 forward prices and
gas transportation services based on existing acirpirices were as follows:

(in millions)

2006 $ 421
2007 86(C
2008 30
2009 25
2010 8
Thereafter -

Total $ 1,34¢
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Payments made by the Utility forurat gas purchases and gas transportation semesanted to approximately $1,654 million for
the nine months ended September 30, 2006 and $nBi8zh for the same period in 2005.

Nuclear Fuel Agreements
The Utility has entered into purchase agreememtadolear fuel. These agreements have terms ramgingthree to six years and
are intended to ensure long-term fuel supply. Rgi¢erms also are diversified, ranging from fixet@s to market-based prices to base prices

that are escalated using published indices.

At September 30, 2006, the undiscounted obligatiorter nuclear fuel agreements were as follows:

(in millions)
2006 $ 63
2007 12t
2008 86
2009 71
2010 93
Thereafter 453
Total $ 891

Payments made by the Utility for ieac fuel amounted to approximately $41 million fioe nine months ended September 30, 2006
and approximately $65 million for the same perio@005.

Reliability Must Run Agreements

The ISO has entered into religpithust run, or RMR, agreements with various poplant owners, including the Utility, that
require designated units in certain power plamswn as RMR units, to remain available to geneeletricity upon the ISO's demand when
needed for local transmission system reliabilitg.a\participating transmission owner under the 3assion Control Agreement with the
ISO, the Utility is responsible for the ISO's cosééd under RMR agreements to power plant ownetfsimvor adjacent to the Utility's service
territory. At September 30, 2006, the Utility estited that it could be obligated to pay the ISO apipnately $59 million for costs to be
incurred under these RMR agreements during theg&ctober 1, 2006 to December 31, 2006.

The Utility recovers those costimdurs under RMR agreements in rates from custemeder the Utility's FERC-jurisdictional
transmission owner tariff, without mark-up or seevfees. The Ultility tracks these costs and relegedveries in the reliability services
balancing account. Periodically, the Utility’s eiécity transmission rates are adjusted to refumeraollections to the Utility’s customers or
to collect any undecollections from customers. The Utility estimatewill receive approximately $5 million during tlsame period under t
RMR agreements that the Utility has with the IS®tfee Utility’s units that have been designated®84R units.

RMR agreements are established or extended onrarabpasis. It is likely that the number of RMR egments and the associated
costs will be reduced in 2007 because many opeédllltransmission system reliability issues magpthdressed through the CPUC’s Local
Resource Adequacy Requirements proceeding.

In November 2001, the Utility aoither interested California parties filed a commiavith the FERC against RMR owners other
than the Utility, alleging that certain rates unttevse owners' RMR agreements with the ISO werawfolly high and proposing that the
FERC apply a ratemaking methodology to these d@éR agreements that would significantly reduce ¢h@ges. The FERC dismissed the
complaint in 2005. In September 2005, the Utilityl ather interested California parties filed a tpeti for review of the FERG' decision witt
the United States Court of Appeals for the Distoic€olumbia Circuit, or D.C. Circuit. On June 2906, the D.C. Circuit granted the FERC’
requested remand of the appeal to permit furthesideration of the case by the FERC.

On January 26, 2006, the FERC permitad RMR rates for two RMR plants owned by afféisbf Calpine Corporation to become
effective, subject to possible refund after the @@ses are concluded either through a FERC-apphsstdement or a FERC decision
following evidentiary hearings. The new rates imsed the Utility's RMR payments for these facibtiey approximately $70 million per year
over the amounts paid in 2005. In addition, on Asidy 2006, the Utility filed claims in the Chapfier proceedings of several affiliates of
Calpine Corporation that own RMR plants, incliglthe two affiliates with the pending rate casesassed above, seeking refunds of RMR
costs that the Utility paid in the approximate aggte amount of $98 million. On October 12, 20@&esal Calpine Corporation affiliates, the
Utility,
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and the California Electricity Oversight Board sgra settlement agreement resolving these and BERE cases, including the case filed in
November 2001 discussed in the preceding paragmaglthe Utility's claims in the Chapter 11 procegdiof several Calpine Corporati
affiliates. Obligations under the settlement agreeimsuch as refunds to the Utility and certain @ogontracts between the Utility and vari
Calpine Corporation affiliates, will become effetionly after the settlement has been approvetddPUC, the FERC, and the bankruptcy
court adjudicating the Chapter 11 proceedings ®fGhlpine Corporation affiliates. The refunds that Utility may obtain in connection with
the resolution of these cases will be creditedhéoUtility’s electricity customers. For the UtilisyRMR contract payments through September
2006, the refunds are expected to total $43 mileith an additional $16 million in estimated refisrresulting from RMR contract payments
for the remainder of 2006.

Underground Electric Facilities

At September 30, 2006, the Utilitgsxcommitted to spending approximately $228 milfimnthe conversion of existing overhead
electric facilities to underground electric fa¢édt. These funds are conditionally committed dependn the timing of the work, including tl
schedules of the respective cities and countiegelapghone utilities involved. The Utility expedtsspend approximately $50 million to $60
million each year in connection with these proje@snsistent with past practice, the Utility expgetttat these capital expenditures will be
included in rate base as each individual projecbimpleted and recoverable in rates charged tocgss.

Contingencies
PG&E Corporation

PG&E Corporation retains one gutganelated to certain indemnity obligations offiitamer subsidiary, National Energy & Gas
Transmission, Inc., or NEGT, that were issued toptrchaser of an NEGT subsidiary company durir@gP2The underlying indemnity
obligations of NEGT have expired and PG&E Corparat sole remaining exposure of up to $150 miltielates to any potential
environmental obligations that were known to NEG1ha time of the sale but not disclosed to thepaser. PG&E Corporation has never
received any claims nor does it consider it probdlht any claims will be made under the guaramteeordingly, PG&E Corporation has
made no provision for this guarantee at Septemde?@06.

Utility
PX Block-Forward Contracts

In February 2001, during the egeargsis, the California Governor seized all of th#lity’s contracts for the forward delivery of
power in the PX California market, otherwise knoam“block-forward contracts,” for the benefit obthtate under California’s Emergency
Services Act. These block-forward contracts haéstrmated unrealized value of up to $243 milliothattime the State of California seized
them. The Utility, the PX, and some of the PX mageticipants have filed competing claims in stadart against the State of California to
recover the value of these seized contracts. Irelhier 2005, the PX assigned its interest in ttigalion to certain market participants that
elected to take assignment of the litigation, scitje the terms and conditions of a settlementexgent approved by the FERC. A motion by
the PX for court approval of the assignment is ranch the Sacramento Superior Court; t he Stat@adiffornia disputes this assignment. The
State of California also disputes the plaintifigihts to recovery in the litigation and disputeattthe plaintiffs were damaged in any way,
arguing that the contracts had no value beyongbtice at which the block-forward transactions wexecuted. This state court litigation is
pending. Although the Utility has recorded a reabie of approximately $243 million relating to thetimated value of the contracts at the
time of seizure, the Ultility also has establishedserve of $243 million for these contracts. # thtility ultimately prevails, it would record
income in the amount of any recovery. PG&E Corpore&nd the Utility are unable to predict the omeoof this litigation or the amount of
any potential recovery.

California Energy Crisis Proceedings

FERC Proceeding

Various entities, including the Utility and the &taf California, are seeking refunds from enenggpdiers in the California ISO and PX
markets for electricity overcharges on behalf ofifGania electricity purchasers for the period M2§00 to June 2001 through various

proceedings pending at the FERC and judicial priogs. The first refund proceeding at the FERC cemeced on August 2, 2000 when a
complaint was filed against all suppliers in th®18nd PX markets. The FERC
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determined that it only had authority to order refsi pursuant to this complaint for the period beigig 60 days after the complaint was filed
(i.e., October 2, 2000). Other FERC proceedingwitmation of the FERC’s market manipulation rubge also pending.

In March 2003, the FERC accepted a judge's iniggision that power suppliers overcharged thetiesli the State of California, and
other buyers by approximately $1.8 billion from Gm¢r 2, 2000 to June 20, 2001. On August 2, 20@6Ninth Circuit issued an opinion
finding that the FERC had erred in excluding certgpes of transactions as eligible for price naitign within the existing FERC refund
period (October 2, 2000 - June 20, 2001) and raguthe FERC to investigate possible tariff viatei$s, market manipulation, and anomalous
bidding practices that may have occurred befor@i@at2, 2000. The Ninth Circuit also found that B&RC could not refuse to consider the
need for a market-wide remedy (as opposed to comppecific prosecutions) for market manipulationl aariff violations that may have
occurred before October 2, 2000. Requests for retgeaf this Ninth Circuit decision are due on Redoy 28, 2007. The Ninth Circuit's
expansion of the types of transactions that the@®ERist review and the expansion of the time pecmdd result in additional refunds. The
Ninth Circuit ruling addressed which transactioresgvsubject to refund, but left to later proceediggestions about how refunds
calculated.

In its March 2003 order, the FERC also modifiedrdfieind methodology to include use of a new natgaal price methodology and
indicated that energy suppliers could request aatézh in the amount of refunds that the FERC niiagl they owe by the amount of any
higher actual natural gas costs that they incuvagious energy suppliers submitted their auditetiral gas cost reports to the ISO in
November 2005. The FERC also allowed energy suggpigeprovide information about their costs to daiee the extent to which refunds.
ordered, would result in sales revenue below ttwsts. The FERC has issued various decisions ototiténformation filed by energy
suppliers, but some issues remain unresolved andulust 2, 2006 Ninth Circuit order may requireismns to those filings. The FERC also
directed the ISO and the PX to make compliancediito enable the FERC to establish the amourgfohds. These compliance filings
cannot be made until the FERC finalizes its deossion the cost information filed by energy supglier

In September 2005, the Ninth Circuit issued a phdgcision finding that the FERC did not havedh¢hority to compel
governmental and municipal utilities to provideuredis. The Utility and other California parties imtieto file a request for rehearing of this
decision by November 13, 2006. On March 16, 2006 Qalifornia utilities and the California Elect@yversight Board filed a lawsuit in
federal district court against 19 municipal andegownental entities seeking refunds. Additional nefglaims also are being pursued against
several other governmental entities. On OctobefQ@6, arguments were held on motions to dismisditiigation seeking refunds from the
municipal and governmental entities. A decisiortf@motions to dismiss is expected by the end662 The Utility is unable to predict the
outcome of the decision or the impact it could hanesettlement discussions.

Final refunds will not be determined by the FER@Iuhe FERC rules on the energy suppliers’ filintiee ISO and PX rerun their
market data and submit their compliance filings, BERC addresses the issues remanded to it byiitie Gircuit, and pending and future
appeals are resolved.

The Utility has entered into settlements with vas@ower suppliers resolving certain disputed ctaémd the Utility’s refund claims
against these power suppliers. The Utility has méed credits of approximately $1 billion under thegttlements, including the settlements
described below. These settlement agreements grdlvad the amounts payable by the parties ar@nresnstances, subject to adjustment
based on the ultimate judicial determination of iR C’s refund authority, and the FERC's final dams regarding refund amounts, cost
filings, gas and emissions recovery and allocationl interest. Additional settlement discussiorth wther energy suppliers are ongoing.
Future amounts received under these settlemerdsaranfuture settlements with energy suppliers, vélcredited to customers.

Enron Settlemer

In November 2005, the FERC approved an agreemeon@guhe Utility, the California Attorney GeneraigtDWR, Southern
California Edison, San Diego Gas & Electric Compahg California Electric Oversight Board, and @RUC (collectively, the California
Parties), along with the Attorneys Generals of$tates of Oregon and Washington, the FERQffice of Market Oversight and Investigati
(collectively, the Other Parties), and Enron Cogbion and various of its subsidiaries, or Enrorsdtisfy Enron's liabilities to make refunds.

The settlement provides that Enron would pay $4ianiin cash to the California Parties and the @tRarties and allow them an
unsecured claim of $875 million in the bankrupteggeedings of Enron Power Marketing, Inc., a subsydhrough which Enron conducted
its power marketing operations in California, tttleeelectric and gas market overcharges. Of theseunts, the Utility expects to ultimately
receive approximately $12 million in cash, overgjrand approximately
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$346 million of the unsecured bankruptcy claimFebruary 2006, the Utility received cash proceddgpproximately $20 million,
consisting of $5 million from the cash portion bétsettlement proceeds and $15 million as a pais#ibution of the allowed unsecured
bankruptcy claim, which was credited to customirg\pril 2006, the Utility received a second dibtrtion on its allowed unsecured
bankruptcy claim, consisting of $41 million in caaid 281,828 shares of Portland General Elecwitn@rly owned by Enron) common
stock. The Utility subsequently sold all of the idsaof Portland General Electric common stock,izeej approximately $8 million in net
proceeds. The cash proceeds from both the secstribdtion and the sale of the stock, after dedwstifor contingencies, amounts related to
certain wholesale power purchases, and amountdirareholders, were credited to the Utility’stoasers. In October 2006, the Utility
received a third distribution on its allowed unsecubankruptcy claim, consisting of $28 milliondash and 24,471 shares of Portland
General Electric common stock. The proceeds framdistribution will be credited to customers. Tl value of the bankruptcy claim will
not be determined until the conclusion of Enrordakruptcy case unless liquidated earlier in a sgagnmarket for such claims.

Reliant Settlemer

In December 2005, the FERC approved an agreemenmigathe Utility, the Attorneys General of the Ssaté Oregon and
Washington, the DWR, the FERC's Office of Markee@ight and Investigations, Southern Californiasidi San Diego Gas & Electric
Company, and Reliant Energy, Inc. and variousso$itbsidiaries, or Reliant, to resolve claims agjdReliant for gas and electric market
manipulation and overcharges during the Califoamargy crisis in 2000 and 2001.

Under the terms of the agreement, Reliant assigméte counterparties approximately $300 milliontsfreceivables from the 1ISO
the PX and agreed to pay the counterparties atiaaali $131 million in cash. In 2005, the Utilitggognized approximately $105 million of
its share of Reliant’s assigned receivable froml 8@ or the PX as a reduction in the Utilgyayable to the PX. Additionally, in March 20
the Utility received approximately $88 million imsh for its share of initial cash proceeds. Thesegeds, after deductions for contingencies,
amounts related to certain wholesale power purchasé amounts due to shareholders, have beenedt¢dithe Utility’'s customers. The
Utility expects to receive additional cash proceefdapproximately $10 million over time.

Mirant Settlemen

In January 2005, the Utility and other parties esdénto a settlement agreement with Mirant Corpjonaand certain of its
subsidiaries, or Mirant, related to claims outstagdn Mirant's Chapter 11 proceeding. The FERC Mlivént’s bankruptcy court approved
the settlement in April 2005.

The first part of the two-part settlement is amdfigant, the California Attorney General's OfficagtDWR, the CPUC, Southern
California Edison, San Diego Gas & Electric Compaanyd the Utility, among others, resolving marketnipulation claims against Mirant
and Mirant's liability for FERC refunds, penaltiasd civil liabilities arising out of the Califormienergy crisis in 2000 and 2001. Under this
portion of the agreement, Mirant provided approxgha$320 million in cash equivalents and $175 imillof allowed claims in the
bankruptcy proceeding of Mirant America's Energyrkéding, LP. Of these amounts, the Utility receiaggproximately $134 million in a
combination of cash and a cash-equivalent redudatidine Utility's payable to the PX. Additionallighe Utility received approximately $45
million in allowed claims excluding interest, white Utility sold in December 2005 for approximt848 million, including interest owed
by Mirant. The consideration received, after deiunst for contingencies, amounts related to cemdinlesale power purchases and amounts
due to shareholders, has been credited to thaéyl#titustomers.

The second part of the settlement is between thigyléind Mirant, and is designed to settle claitinat Mirant overcharged the Utili
under Mirant's RMR contracts and other disputesaimuary 2006, under the terms of the settlemereatent, the Utility received
consideration, in the form of cash and new Mirdatls, of approximately $43 million in settlementasf RMR claim and $20 million in
settlement of a claim relating to sulfur dioxideission allowances. These proceeds were creditdtetltility’s customers during the quarter
ended March 31, 2006. In addition, Mirant agreettansfer to the Utility the equipment, permitsdantracts for the construction of a
modern 530-megawatt, or MW, electric generatingifgckknown as Contra Costa Unit 8 which Mirant hstdrted to build but never
completed. On June 13, 2006, the FERC authorizedriito transfer Contra Costa Unit 8 to the UtililBn June 15, 2006, the CPUC
approved the Utility’s application to acquire C@an@osta Unit 8, to complete construction, and terafe the facility. The completion of the
acquisition remains subject to the satisfactioa afimber of closing conditions. If the Utility aMirant do not close the acquisition of Contra
Costa Unit 8 on or before June 30, 2008, the Yuitll be paid $70 million from an escrow accountfied by Mirant in lieu of transferring
the assets. Also, in accordance with the settlentiemtJtility entered into contracts with severBMirant’s units in the Utility’s service
territory. On July 28, 2006, the Utility and Miragtered into two new

36




contracts, which both supplemented and partialpesseded the contracts from the settlement, ragutifurther savings to the
Utility’s customers. The new contracts, one for 2007 period and one for a multi-year period beigigin January 2008, give the Utility the
right to dispatch power from 1,985 MW of units owlrfgy Mirant subsidiaries when the facilities ar¢ meeded by the 1SO to meet local
reliability needs. On August 4, 2006, the Utilithefl an advice letter seeking CPUC approval forrthiti-year contract and expects possible
approval during the fourth quarter of 2006.

Scheduling Coordinator Costs

Before the ISO commenced operatinhd98, the Utility had entered into several whaleslectric transmission contracts with
various governmental entities. After the ISO begperations, the Utility served as the schedulingrdimator, or SC, with the 1ISO for these
existing wholesale transmission customers, or ET@s.I1SO billed the Utility for providing certaires/ices associated with this scheduling.
These ISO charges are referred to as “SC cost®g 'SIhcosts were initially tracked in the transnoissevenue balancing account, or TRBA,
in order to recover the SC costs from retail and méolesale transmission customers, or TO Tariftcmers.

In 1999, a FERC administrative lamge, or ALJ, ruled that the Utility could not reeo the SC costs through the TRBA and ins
should seek to recover the SC costs from the EThes Utility appealed this ruling. In January 208% FERC accepted a filing by the Utility
to establish the Scheduling Coordinator Service§@S, Tariff, to serve as an alternative mechar@mecovery of the SC costs from the
ETCs in case the Utility’s appeal was unsuccessidlthe Utility was ultimately unable to recoveesh costs in the TRBA . In August 2002,
the FERC affirmed the ALJ’s 1999 ruling that thelityt should refund to TO Tariff customers the S@sts that the Utility had collected
through the TRBA. In the absence of an order froedMRERC granting recovery of these costs througTRBA, the Utility removed the SC
costs from the TRBA and reflected the SC costxasunts receivable under the SCS Tariff. The Wtdippealed the FERC’s decision to the
D.C. Circuit. In June 2004, the Utility beganlibij the ETCs under the SCS Tariff for SC charggmoactive to April 1, 1998. In the course
of the SCS Tariff proceeding at the FERC, the tytéintered into settlement agreements with se&rals under which the settling ETCs ¢
the Utility compromised amounts in full satisfactiof past due SC costs. Most of the settlementeageats provided that if the Utility’s
pending appeal to the D.C. Circuit was succestfel Utility would refund the settlement amountsigay the ETCs.

In July 2005, the D.C. Circuit isduen order finding that the Utility was not barfeain recovering the SC costs through the TRBA
and remanded the matter to the FERC for furthéomcin December 2005, the FERC issued an ordetladimg that the Utility should
recover the SC costs through the TRBA mechanisthrough bilateral agreements with the ETCs, butdcoot recover the costs through the
SCS Tariff, and the FERC terminated the SCS Tprifteeding. On May 22, 2006, the FERC issued a@rduither clarifying that the Utility
could recover through the TRBA all of the costd thhad incurred as an SC and ordered the Utititsefund to the ETCs all amounts paid by
the ETCs to the Ultility pursuant to the SCS Ta#f$. of July 31, 2006, the Utility had made refutalshe ETCs pursuant to the FERC’s May
2006 order and the settlement agreements thatregféfunds to be made if the Utility’s appeal wascessful.

On April 4, 2006, the Utility filedn application with the FERC seeking approval ef$t09 million that the Utility recorded as SC
costs from April 1998 through July 2005, togethéhvinterest of $47 million accrued over that tiperiod. The Utility requested that the
FERC permit the Utility to recover these costs fro@ Tariff customers over three and one-half ye@rsJune 22, 2006, the Utility filed
additional information to supplement the applicatés directed by the FERC. The Utility also filedaavice letter with the CPUC notifying
the CPUC that the Utility will seek to pass throubh portion of any FERC-approved SC costs thalléggable to the Utility’s retail electric
customers . In light of these events, in the guanded June 30, 2006, the Utility’s net incomméased by approximately $22 million, or
$37 million pre-tax, reflecting the portion of S@sts determined to be probable of recovery thrabghTRBA and the reversal of a reserve
for SC costs under the SCS Tariff which was termeiddy the FERC, offset by SCS refunds to the ETCs.

On August 31, 2006, the Utility received an ordeni the FERC approving the Utility’s April 4, 20@@plication. On September 30,
2006, the order was no longer subject to reheamirappeal. In light of this FERC order, the Utildgtermined that all SC costs are probable
of recovery from TO Tariff customers through theBIAR resulting in an overall increase to the Utilitpre-tax income of $92 million and
$129 million, respectively, for the three and nimenths ended September 30, 20086, reflecting SG austirred from April 1998 through
September 2006. SC costs incurred after Septenth@086 and in the future are considered probahleamvery through the TRBA.

Nuclear I nsurance

The Utility has several types of leac insurance for Diablo Canyon and its retirediear facility at Humboldt Bay, or Humboldt
Bay Unit 3. The Utility has insurance coveragegdorperty damages and business interruption lossas a
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member of Nuclear Electric Insurance Limited, orlNENEIL is a mutual insurer owned by utilities Wwihuclear facilities. NEIL provides
property damage and business interruption coveshgp to $3.24 billion per incident for Diablo Camy In addition, NEIL provides $131
million of property damage insurance for HumboldtyBJnit 3. Under this insurance, if any nuclearegating facility insured by NEIL

suffers a catastrophic loss causing a prolongeageythe Utility may be required to pay an addaiqoremium of up to $41.4 million per one-
year policy term

NEIL also provides coverage for dgemcaused by acts of terrorism at nuclear poveatgl If one or more acts of domestic
terrorism cause property damage covered under fatme muclear insurance policies issued by NEIang NEIL member within a 12-month
period, the maximum recovery under all those nudleurance policies may not exceed $3.24 hillitus phe additional amounts recovered
by NEIL for these losses from reinsurance. Theripolicy coverage limitation for an act causeddrgign terrorism because NEIL would
be entitled to receive substantial reimbursemerthbyfederal government under the Terrorism Riskifance Extension Act of 2005. The
Terrorism Risk Insurance Extension Act of 2005 esgion December 31, 2007.

Under the Price-Anderson Act, puliibility claims from a nuclear incident are limdt to $10.8 billion. As required by the Price-
Anderson Act, the Utility purchased the maximumikaide public liability insurance of $300 milliorof Diablo Canyon. The balance of the
$10.8 billion of liability protection is covered layloss-sharing program among utilities owning eackeactors. Under the Price-Anderson
Act, owner participation in this loss-sharing praxgris required for all owners of nuclear reactbet aire licensed to operate, are designed for
the production of electrical energy, and have edaapacity of 100 MW or higher. If a nuclear ir@itiresults in costs in excess of $300
million, then the Utility may be responsible for tgp$100.6 million per reactor, with payments iclegear limited to a maximum of $15
million per incident until the Utility has fully pe its share of the liability. Since Diablo Canyleas two nuclear reactors each with a rated
capacity of over 100 MW, the Utility may be assessp to $201.2 million per incident, with paymeint®ach year limited to a maximum of
$30 million per incident. Under the Energy PolicgtAf 2005, the Price-Anderson Act was extendedufih December 31, 2025. Both the
maximum assessment per reactor and the maximury yessmessment will be adjusted for inflation begignrAugust 31, 2008.

In addition, the Utility has $53.3llion of liability insurance for the retired nu@egenerating unit at Humboldt Bay power plant
has a $500 million indemnification from the Nucl&gulatory Commission, for public liability arigifirom nuclear incidents covering
liabilities in excess of the $53.3 million of lidiby insurance .

California Department of Water Resources Contracts

Electricity from the DWR contra¢tsthe Utility provided approximately 23% of theefricity delivered to the Utility's customers
for the nine months ended September 30, 2006. MR Purchased the electricity under contracts withous generators. The Utility, as an
agent, is responsible for administration and didpaf the DWR's electricity procurement contradiscated to the Utility for purposes of
meeting a portion of the Utility's net open positidhe Utility's net open position is the portidittee Utility's customer demand, plus the
applicable reserve margins that is not satisfiechfthe Utility's own generation facilities and eiig electricity contracts. The DWR remains
legally and financially responsible for its elecity procurement contracts. The Utility acts aslinlg and collection agent of the DWR's
revenue requirements from the Utility's customers.

The DWR contracts currently allochte the Utility terminate at various dates thro@15 and consist of must-take and capacity
charge contracts. Under must-take contracts, th&kRDiist take and pay for electricity generated leyapplicable generating facilities
regardless of whether the electricity is needediddrrapacity charge contracts, the DWR must papadgity charge but is not required to
purchase electricity unless the Utility dispatctiesresource and the resource delivers the reqeiestricity. In the Utility's CPUC-approved
long-term electricity procurement plan, the Utilitgs not assumed that the DWR contracts will bewexd beyond their current expiration
dates.

The DWR has stated publicly in tlstthat it intends to transfer full legal title smd responsibility for, the DWR power purchase
contracts to the California investor-owned eleatttitities as soon as possible. However, the DWRegrgurchase contracts cannot be
transferred to the Utility without the consent loé tCPUC. The Settlement Agreement provides thaC#dC will not require the Utility to
accept an assignment of, or to assume legal andiabresponsibility for, the DWR power purchaseatcacts unless each of the following
conditions has been met:

. After assumption, the Utility's issuer rating by dty’s Investors Service will be no less than A2 #relUtility's long-term issuer
credit rating by Standard & Poor’s Ratings Servigdsbe no less than A;
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. The CPUC first makes a finding that the DWR powarchase contracts to be assumed are just and eddspand

. The CPUC has acted to ensure that the Utility reitleive full and timely recovery in its retail efiécity rates of all costs associated
with the DWR power purchase contracts to be assumithdut further review.

Severance in Connection with Efforts to Achieve Cés@nd Operating Efficiencies

In connection with the Utility’s ctimued effort to streamline processes and achieseand operating efficiencies through
implementation of various initiatives, jobs frommerous Utility locations around California are lgegonsolidated. As a result, a number of
positions have been eliminated. The Utility expélotd more positions will be eliminated by the @fi@007. Impacted employees have the
option to elect severance or reassignment.

Estimating severance costs requires the Utilitgradict whether employees will elect severanceassignment, and the number of
available vacant positions for employees wishinggaeassigned. Depending on the employees’ etetamsts will further vary based on the
employees’ years of service and annual salary.rGilve uncertainty of each of these variables, gtienated range is relatively wide. At
September 30, 2006, the Utilig/future severance expenses related to thesdiugsaare expected to range from $10 million toragnately
$99 million, of which the Utility has recordedmpximately $10 million as of September 30, 2006e Tollowing table presents the changes
in the liability from December 31, 2005:

(in millions)

Balance at December 31, 2005 $ 2
Expenses 9
Less: Payments (1)
Balance at September 30, 2006 $ 10

Environmental Matters

The Utility may be required to pay &nvironmental remediation at sites where itlteen, or may be, a potentially responsible
under the Comprehensive Environmental Response €osagion and Liability Act of 1980, as amended, sindlar state environmental
laws. These sites include former manufactured & pites, power plant sites, and sites used éyJtility for the storage, recycling, or
disposal of potentially hazardous materials. Uridderal and California laws, the Utility may bepenssible for remediation of hazardous
substances even if the Utility did not deposit thegbstances on the site.

The cost of environmental remediaiodifficult to estimate. The Utility records anvironmental remediation liability when site
assessments indicate that remediation is probalblét @an estimate a range of reasonably likelgrtiap costs. The Utility reviews its
remediation liability on a quarterly basis for eaite where it may be exposed to remediation resipdities. The liability is an estimate of
costs for site investigations, remediation, operatiand maintenance, monitoring, and site clossirgglcurrent technology, enacted laws and
regulations, experience gained at similar sited,amnassessment of the probable level of involvémed financial condition of other
potentially responsible parties. Unless therehetter estimate within this range of possible ¢dkes Utility records the costs at the lower end
of this range. It is reasonably possible that angkdn these estimates may occur in the near teeriauncertainty concerning the Utility's
responsibility, the complexity of environmental and regulations, and the selection of compliafiegnatives. The Utility estimates the
upper end of the cost range using reasonably dessilicomes least favorable to the Utility.

The Utility had an undiscounted eomimental remediation liability of approximatelyX®million at September 30, 2006 and
approximately $469 million at December 31, 2005 Tricrease in the undiscounted environmental regiediliability reflects an increase of
$63 million for the nine months ended Septembe2B06 for remediation at the Utility’s gas compresstations located near Hinkley,
California and Topock, Arizona. The Utility had aged $54 million of this increase at June 30, 200& portion of the increased liability of
$32 million for remediation at the Hinkley facility attributable to changes in the California Regid/Nater Quality Control Board'’s imposed
remediation levels. Costs incurred at this faciitg not recoverable from customers and, as atyestlincome was reduced by $19 million
for the nine months ending September 30, 2006.tMipercent of the estimated remediation costs &swsatwith the Utility’s gas compressor
station located near Topock, Arizona will be regaée in rates in accordance with the hazardousewatemaking mechanism which perr
the Ultility to recover 90% of hazardous waste reiatgzh costs from customers
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without a reasonableness review. The $513 millmm#ed at September 30, 2006 includes approxim&g3% million for remediation at gas
compressor sites, approximately $100 million reldtethe pre-closing remediation liability assoeéhtvith divested generation facilities, and
approximately $178 million related to remediatiasis for those generation facilities that the btifitill owns, gas gathering sites, third-party
disposal sites, and manufactured gas plant siggsither are owned by the Utility or are the subje# remediation orders by environmental
agencies or claims by the current owners of thmé&rmanufactured gas plant sites. Of the $513anikinvironmental remediation liability,
approximately $139 million has been included iroprate setting proceedings. The Utility expectt #n additional $297 million will be
allowable for inclusion in future rates. The Utilalso recovers its costs from insurance carriedsfeom other third parties whenever poss
Any amounts collected in excess of the Utility'Sroite obligations may be subject to refund to @uonsrs.

The Utility's undiscounted futurest®could increase to as much as $779 milliondfdther potentially responsible parties are not
financially able to contribute to these costs,fdné extent of contamination or necessary remigtias greater than anticipated. The amount
of approximately $779 million does not include atireate for the cost of remediation at known sitesed or operated in the past by the
Utility's predecessor corporations for which thditythas not been able to determine whether dlitglexists.

Taxation Matters

The Internal Revenue Service, or,IR& completed its audit of PG&E Corporation's7.88d 1998 consolidated federal income tax
returns and has assessed additional federal intaree of approximately $87 million (including ingst). PG&E Corporation filed protests
contesting certain adjustments made by the IRBahaudit. In April 2006, PG&E Corporation and tRS Appeals Office resolved the
remaining contested adjustment. The IRS Appeale®©f§ incorporating the results into its final oejpp However, the IRS Appeals Office has
not indicated when it will complete its report.

The IRS is currently auditing PG&E Corporation'®2@&nd 2002 consolidated federal income tax retdms IRS is proposing to
disallow a number of deductions claimed in PG&E @wation’s 2001 and 2002 tax returns. The largEtase deductions is a deduction for
abandoned or worthless assets owned by NEGT. liti@udhe IRS is proposing to disallow $104 mitliof synthetic fuel credits claimed in
PG&E Corporation’s 2001 and 2002 tax returns. éf tRS includes all of its proposed disallowanceitsifinal Revenue Agent Report, the
alleged tax deficiency would approximate $452 miilliPG&E Corporation believes that it properly nepd these transactions in its tax
returns and will contest any IRS assessment. TBehids indicated that it plans to complete its aofdRG&E Corporation’s 2001 and 2002
tax returns and issue a Revenue Agent Report ifirdiguarter of 2007.

The IRS is also in the early stages of an audRG®&E Corporation’s 2003 and 2004 consolidated faéldacome tax returns and has
not yet proposed any new adjustments to thesestarns.

As of September 30, 2006, PG&E Caafion has accrued approximately $138 million teezgotential non-Utility tax obligations
and interest related to outstanding audits, inclgdi89 million related to the proposed disallowaotdeduction for abandoned or worthless
assets owned by NEGT discussed above, and $4@mnitiicover potential tax obligations related toiNEGT issues. The Utility has
accrued $52 million as of September 30, 2006 t@cpotential tax obligations for outstanding audits

After considering the above accruBIS&E Corporation and the Utility do not expea fmal resolution of the outstanding audits to
have a material impact on their financial conditaresults of operations .

In the third quarter of 2006, PG&E Corporation neleml tax benefits of approximately $19 million wittspect to capital losses
carried forward and used in its 2005 federal anlif@aia income tax returns. The 2005 federal ardifGrnia income tax returns were filed
August 2006 and October 2006, respectively. PG&Ep@ation has $209 million of remaining capitald@arry forwards, which, if not used
by December 2009, will expire. These capital logssslted from PG&E Corporation’s disposition &f @wnership interest in NEGT in 2004.
Legal Matters

In the normal course of business&BE&orporation and the Utility are named as parities number of claims and lawsuits. The
most significant of these are discussed below.

In accordance with SFAS No. 5, “ Aanting for Contingencies, " PG&E Corporation ahd ttility make a provision for a liability
when it is both probable that a liability has bé&surred and the amount of the loss can be
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reasonably estimated. These provisions are reviewaderly and adjusted to reflect the impactsagfatiations, settlements and payments,
rulings, advice of legal counsel, and other infdiioraand events pertaining to a particular casasbessing such contingencies, PG&E
Corporation's and the Utility's policy is to excéudnticipated legal costs.

The accrued liability for legal meatt is included in PG&E Corporation's and the ttdiother current liabilities in the Condensed
Consolidated Balance Sheets, and totaled approsiyn®¥1 million at September 30, 2006 and $388iomlat December 31, 2005. The
decrease in the accrued liability for legal mattensrimarily due to payments made under the chuomlitigation settlement agreement
discussed below.

PG&E Corporation and the Utility dot believe it is probable that losses associaidulegal matters that exceed amounts already
recognized will be incurred in amounts that woutdnbaterial to PG&E Corporation's or the Utilityilsaincial condition or results of
operations .

Chromium Litigation

In accordance with the terms oftlesment agreement entered into on February 3, ,200@pril 21, 2006, the Utility released $295
million from escrow for payment to approximatehLQQ plaintiffs who had filed complaints against tidity in the Superior Court for the
County of Los Angeles, or Superior Court. The SiggeCourt has dismissed the 10 complaints covesethé settlement agreement. There
three complaints filed by approximately 125 pldfstivho did not participate in the settlement tai still pending in the Superior Court. The
plaintiffs allege that exposure to chromium at eanthe Utility's compressor station at Hinkley|ifdenia caused personal injuries, wrongful
deaths, or other injuries.

With respect to the unresolved chithe Utility will continue to pursue appropriatefenses, including the statute of limitations, the
exclusivity of workers’ compensation laws, lackexfposure to chromium, and the inability of chromitmmtause certain of the illnesses
alleged.

PG&E Corporation’s and the Utility®ndensed Consolidated Balance Sheets at Sept@»h2006 include an accrual of
approximately $19 million to reflect the remainingresolved claims. PG&E Corporation and the Utiditynot expect that the outcome with
respect to the remaining unresolved claims willdhavmaterial adverse effect on their financial ¢torl or results of operations.

Pending CPUC I nvestigation

In February 2005, the CPUC issuedliag opening an investigation into the Utilitybélling and collection practices and credit
policies. The investigation was begun at the regoe$She Utility Reform Network, or TURN, after tf@PUC's January 13, 2005 decision
characterized the definition of “ billing errorri & revised Utility tariff to include delayed bilsd Utility-caused estimated bills as being
consistent with “ existing CPUC policy, tariffs,carequirements. ” The Utility contends that priothe CPUC’s January 13, 2005 decision,
billing error ” under the Utility's former tariffdid not encompass delayed bills or Utility-causstineated bills. The Utility’s petition asking
the appellate court to review the CPUC's decisimythg rehearing of its January 13, 2005 decisiastill pending.

On February 3, 2006, the CPUC’s @omsr Protection and Safety Division, or CPSD, alRN submitted their reports to the
CPUC concluding that the Utility violated applicatériffs related to delayed and estimated billee TPSD recommended that the Utility
refund to customers $117 million, plus intereghatthree-month commercial paper interest raté altegedly was collected in violation of
the tariffs. TURN recommended that the Utility neflto customers $53 million, plus interest at tive¢-month commercial paper interest
rate, that allegedly was collected in violatiortiod tariffs. The two refunds are not additive. T?RRSD also recommended that the Utility pay
fines of $6.75 million, while TURN recommends firieghe form of a $1 million contribution to Relitdr Energy Assistance through
Community Help. Both the CPSD and TURN recommeradl tefunds and fines be funded by shareholderglayand July 2006, the CPSD
and TURN indicated they had reduced their recommeémdfund amounts to approximately $54 million #86 million, respectively, plus
interest at the three-month commercial paper istaggge . It is uncertain when the CPUC will issufinal decision.

If the CPUC finds that the Utilityolated applicable tariffs or the CPUC'’s ordersules, the CPUC may seek to order the Utility to

refund any amounts collected in violation of tajfplus interest, to customers who paid such amsotmaddition, if the CPUC finds that the
Utility violated applicable tariffs or the CPUC’sd®rs or rules, the CPUC may seek to impose pesadti the Utility.
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PG&E Corporation and the Utility dotrexpect that the outcome of this matter will havaaterial adverse effect on their financial
condition or results of operations .
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ITEM 2: MANAGEMENT'S DISCUSSION AND ANALYSIS OF FIN ANCIAL CONDITION AND
RESULTS OF OPERATIONS

OVERVIEW

PG&E Corporation, incorporated iali@®rnia in 1995, is a company whose primary pess to hold interests in energy-based
businesses. The company conducts its businessgailycthrough Pacific Gas and Electric Companythar Utility, a public utility operating
in northern and central California. The Utility exggs primarily in the businesses of electricity aatliral gas distribution, electricity
generation, procurement and transmission, andalajas procurement, transportation and storage.lPGé&rporation became the holding
company of the Utility and its subsidiaries on Jamul, 1997. Both PG&E Corporation and the Utilitg headquartered in San Francisco,
California .

This is a combined quarterly repffPG&E Corporation and the Utility and includepamte Condensed Consolidated Financial
Statements for each of these two entities. PG&BpQmation's Condensed Consolidated Financial Statenieclude the accounts of PG&E
Corporation, the Utility, and other wholly owneddacontrolled subsidiaries. The Utility's Conden&amhsolidated Financial Statements
include the accounts of the Utility and its whabiyned and controlled subsidiaries and a variakirést entity which the Utility is required
consolidate under applicable accounting standdtas.combined Management's Discussion and Anabfsisnancial Condition and Results
of Operations, or MD&A, of PG&E Corporation and tbélity should be read in conjunction with theser@ensed Consolidated Financial
Statements and Notes to the Condensed Consoliffatadcial Statements, as well as the MD&A, Consdkd Financial Statements and
Notes to the Consolidated Financial Statementsjpwrated by reference into their joint Annual Remor Form 1-K for the year ended
December 31, 2005 filed with the Securities andiaxnge Commission, or SEC. PG&E Corporation’s aedtility’s combined Annual
Report on Form 10-K for the year ended DecembeRBQ5, together with the information incorporatgd&ference into such report, is
referred to in this quarterly report as the “200aal Report.”

The Utility served approximately Srlllion electricity distribution customers and apgimately 4.2 million natural gas distribution
customers at September 30, 2006. The Utility ham@gmately $34.4 billion in assets at September2806 and generated revenues of
approximately $9.3 billion in the nine months en&sghtember 30, 2006.

The Utility is regulated primarily the California Public Utilities Commission, or OB, and the Federal Energy Regulatory
Commission, or FERC. The Utility's revenues areegated mainly through the sale and delivery ofteilgity and natural gas at rates set by
the CPUC and the FERC. Rates are set to permiftility to recover its authorized “ revenue requments ” from customers. Revenue
requirements are designed to allow the Utility ppartunity to recover its reasonable costs of mhmg utility services, including a return of,
and a fair rate of return on, its investment ititytfacilities, or rate base. Changes in any indli)al revenue requirement affect customers'
rates and could affect the Utility's revenues. Rendegulatory proceedings that could result i icttanges and affect the Utility's revenues
are discussed in the 2005 Annual Report. Signifidawnelopments that have occurred since the 200m&IrReport was filed with the SEC
are discussed in this report.

Summary of Changes in Earnings per Common Share anet Income for the Three and Nine Months Ended Sepmber 30, 2006

PG&E Corporation’s diluted earninms common share, or EPS, for the three and novghe ended September 30, 2006 were
$1.09 per share and $2.33 per share respectiv@typared to the same periods in 2005 of $0.65 pesind $1.89 per share, respectively.
The increase in diluted EPS for the nine monthedrgkptember 30, 2006 is primarily due to the FERpproval of recovery of certain cc
the Utility began incurring in 1998 in its capacéty scheduling coordinator, or SC, for its existirfgplesale electricity transmission
customers, the recovery of certain interest aighliibn costs related to disputed generator cldimasthe Utility recognized following
completion of the CPUC’s verification audit in tbiélity’s 2005 annual electric true-up proceeding AET, and a lower number of shares
outstanding following the November 2005 repurchasgl,650,300 shares of PG&E Corporation commoaokstbhe increase in EPS for the
three months ended September 30, 2006 is primduigyto the same factors as for the year to datkakso due to increased gas transmission
revenues compared to the same period in 2005.y@arato date basis, the increased gas transmissienues were more than offset by the
carrying cost credit associated with the secon@s®f energy recovery bonds, or ERBS, issued iveNtber 2005.

For the three and nine months drkptember 30, 2006, PG&E Corporation’s net incoraeased by $141 million, or 56%, and
by $102 million, or 14%, respectively, comparedte same periods in 2005. The recognition of regoweSC costs, resulted in an increase
to net income of approximately $55 million and $iflion, for the three and nine months ended Septm0, 2006, respectively, as
compared to the same periods in 2005 (see furiseuskion in “ Regulatory
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Matters - Scheduling Coordinator Costs” below). ibgithe third quarter of 2006, the Utility’s netome also increased by approximately
$39 million due to the recovery of certain interastl litigation costs incurred in connection withmlited generator claims. Additionally,
increased gas transmission revenues in the thaeidepuincreased net income by approximately $7ionillOn a year to date basis, the
increased gas transmission revenues were moreffsmt by the carrying cost credit associated withsecond series of ERBs issued in
November 200%

Factors Affecting Financial Condition and Results 6Operations

In addition to the changes affectireg income as described above, several factoses had, and are expected to continue to have, a
significant impact on PG&E Corporation's and thdityts financial condition and results of operat# including:

. The Outcome of Regulatory Proceedings, Includieg2®07 General Rate CaseVarious regulatory proceedings are pending at
the FERC and the CPUC, including the Utility's 20B&neral Rate Case, or GRC, which is pending aC#dC to determine the
amount of the Ultility’s authorized base revenuebkdaollected from customers for the period 200@ugh 2009. On August 21,
2006, the Utility, together with various partiesquested the CPUC to approve a settlement agreeeasmited among the parties to
resolve all of the issues raised by these partidsall revenue requirement related issues raisemthmsr parties in the Utility’s 2007
GRC proceeding. The revenue requirement amounfsrbietin the settlement agreement reflect an iaseeof $222 million in the
Utility's electric distribution revenues, an incseaf $21 million in gas distribution revenues, armdecrease of $30 million in
generation operation revenues for an overall irsed $213 million over the authorized 2006 amouifite settlement agreement
also includes attrition increases for 2008, 200@, 2010. On October 19, 2006, the CPUC approvetltitigy’s request to make its
2007 test year GRC revenue requirement effectivéammary 1, 2007, since the CPUC is scheduledte ia final decision after t
date.

. The Success of the Utility’s Strategy to Achiever@onal Excellence and Improved Customer ServiRaring 2006, the Utility is
continuing to undertake various initiatives to iewplent changes to its business processes and systamsffort to provide better,
faster and more cost-effective service to its austis. The Utility believes that the proposed amewifithe attrition adjustments for
2008, 2009 and 2010 included in the proposed GRiesent agreement will be sufficient in light bitestimated cost savings
anticipated to be realized from implementationhafse initiatives. If the actual cost savings aeatgr than anticipated, such ben
would accrue to shareholders. Conversely, if thesé savings are not realized, earnings availatlsHareholders would be
reduced.

. The Amount and Timing of Capital Expenditurde Utility has requested regulatory approval afaas capital expenditures to
fund (1) investments in transmission and distrimiinfrastructure needed to serve its customezs {0 extend the life of existing
infrastructure, to replace existing infrastructuaed to add new infrastructure to meet load grovahyl (2) investment in new long-
term generation resources, as may be authorizéldeb PUC in accordance with the Utility’s long-teetectricity procurement
plan. The CPUC also has authorized the Utilityepldy its advanced metering infrastructure, or AMbject and authorized the
Utility to recover its estimated project cost of Bbillion, including $1.4 billion of estimated d&gd costs, in rates.

a4




. Proposed New Lor-Term Generation Resource®©n April 11, 2006, the Utility filed an applicati with the CPUC seeking
approval of seven agreements for new long-terntritéy generation resource commitments, including power purchase
agreements (four of which have been executed)wadaontracts that provide for the construction iyt parties of two new power
plants to be owned and operated by the Utility. Ofhlnese contracts calls for the construction 66@-megawatt, or MW, power
plant a nd the other contract calls for the comsimn of a 163-MW power plant at the Utility’s Humldt Bay facility. On October
17, 2006, a proposed decision was issued recommgagproval of the seven agreements. The Utiliticgrates that the CPUC
will issue a final decision on the Utility’s appditon by the end of the year. Assuming that the CRigproves the agre ements and
that permitting and construction schedules are thetnew generation facilities are anticipatedegib delivering power to the grid
in 2009 and 2010. In addition, on June 15, 2006 RUC approved the Utility’s application to acquind build a 530-MW power
plant to be located in Contra Costa County, or @o@bsta Unit 8.

. Capital Structure The CPUC has granted the Utility a waiver to filecsst of capital application for 2007 and allowkd Utility to
maintain the Utility’s 2006 authorized cost of dapand capital structure, including the Utilitydsithorized equity component of
52% and the authorized, return on equity, or RGHA1d35%.

. Issuance of Energy Recovery Bo- During 2005, PG&E Energy Recovery Funding LLC,maited liability company wholly
owned by the Utility, or PERF, issued two sepasatées of ERBs for an aggregate amount of apprdeimn&2.7 billion. In
February 2005, the proceeds of the first seridsRis in the amount of $1.9 billion were used tinaaice the after-tax portion of
the settlement regulatory asset established bgdtieement agreement among PG&E Corporation, tiigy#nd the CPUC to
resolve the Utility’'s Chapter 11 proceeding, or flea 11 Settlement Agreement. From January 1, #@bigh the date of the
refinancing the Utility earned approximately $14liom, after tax, on the after-tax settlement regaty asset calculated at the
Utility’s authorized 11.22% ROE for 2005. The Uiils earnings after the refinancing no longer igewan ROE on the settlement
regulatory asset. The November 2005 issuance afgbend series of ERBs in the amount of $844 milias used to pre-fund the
Utility’s tax liability that will be due as the Uity collects the dedicated rate component usesktaure repayment of the first series
of ERBs from its customers. Until these taxes ally paid, the Utility provides customers a caryicost credit. The equity portion
of this carrying cost credit reduced the Utilit806 net income for the three and nine months eSaégdember 30, 2006 by
approximately $14 million and $43 million, respeety, as compared to the same periods in 2005€eghéy portion of this
carrying cost credit is estimated to reduce thétis net income in 2006 and 2007 by approximat®hp million and $48 million.
The equity portion of the carrying cost credit wiicline each year over the term of the ERBs ti#il[ERBs are fully repaid in
2012.

. Chromium Litigation SettlemenOn April 21, 2006, the Utility paid approximateh95 million to settle most of the claims
involving allegations that exposure to chromiunoabear some of the Utility’s natural gas compressations caused personal
injuries, wrongful deaths, or other injuries, regef to as the Chromium Litigation (discussed ineNbi of the Notes to the
Condensed Consolidated Financial Statements). PG&fgoration and the Utility had previously accr@314 million for the
settlement and they do not believe that the outcointiee remaining unresolved claims in the Chromlitigation will have a
material adverse effect on their future resultedrations or financial condition.

Forward-Looking Statements

This combined Quarterly Report omrd.0-Q, including the MD&A, contains forward-loakj statements that are necessarily
subject to various risks and uncertainties, thézat#on or resolution of which are outside of mgement's control. These statements are
based on current expectations and projections dbture events, and assumptions regarding thesgsaad management's knowledge of
facts at the date of this report. These forwardkilog statements relate to estimated capital experadi, estimated Utility rate base, estimated
environmental remediation liabilities, the antidigxh
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outcome of various regulatory and legal proceedifigare cash flows, and the level of future equitydebt issuances, and are also identified
by words such as “assume,” “expect,” “intend,” ‘{pfa“project,” “believe,” “estimate,” “predict,” “aticipate,” “may,” “might,” “should,”
“would,” “could,” “goal,” “potential” and similar gpressions. PG&E Corporation’s and the Utility’sults of operations and financial
condition depend primarily on whether the Utilisydble to operate its business within authorizedmee requirements, timely recover its
authorized costs, and earn its authorized ratetafm. PG&E Corporation and the Utility are noteatd predict all the factors that may affect
future results. Some of the factors that could eduture results to differ materially from thosepeessed or implied by the forward-looking
statements, or from historical results, are disedi$s the section of the 2005 Annual Report entitRisk Factors.” These factors include, but
are not limited to:

” o ”ou ” ”

Operating Environment

. How the Utility manages its responsibility to proeelectric capacity and energy for its customergch can be affected by, among
other factors, the extent to which the Utility'stdbution customers are permitted to switch betwmerchasing electricity from the
Utility or from alternate energy service providessdirect access customers or from cities, couatidsothers in the Utility's service
territory as community choice aggregators, potégtiasulting in stranded generating asset costisreim-recoverable procurement
costs, as well as the impact of existing statepaidntial federal law requirements to comply witegnhouse gas emission
standards and to meet renewable energy and resadecgacy targets;

. The adequacy and price of natural gas suppliestrendbility of the Utility to manage and respoadtte volatility of the natural g:
market for its customers;

. Weather, storms, earthquakes, fires, floods, deseasgher natural disasters, explosions, accider@shanical breakdowns, acts of
terrorism, and other events or hazards that affectand for electricity or natural gas, result izvpooutages, reduce generating
output, disrupt natural gas supply, cause damagfeettltility's assets or generating facilities, ®mdamage to the operations or
assets of third parties on which the Utility relies subject the Utility to third party claims fdamage or injury;

. Unanticipated population growth or decline, genenomic and financial market conditions, and glearin technology including
the development of alternative energy sourcegfallhich may affect customer demand for natural@aslectricity;

. Whether the Utility is required to cease operatitamsporarily or permanently at the Utilisshuclear power plant, or Diablo Cany
because the Utility is unable to increase its ¢e-gpent nuclear fuel storage capacity, find arradkeositary for spent fuel, or
timely complete the replacement of the steam gémrsieor because of mechanical breakdown, lackuolear fuel, environmental
regulatory constraints, or for some other reasahthe risk that the Utility may be required to puase electricity from more
expensive sources; and

. Whether the Utility is able to recognize the betsefixpected to result from its efforts to improustomer service through
implementation of specific initiatives to streanglibusiness processes and deploy new technologyasuithproject to deploy an
AMI.

Legislative Actions and Regulatory Proceedings
. The outcome of the regulatory proceedings pendirigeaCPUC and the FERC, including those discuss&dRegulatory Matters ”
below, and the impact of future ratemaking actiopshe CPUC and the FERC;

. The impact of the Energy Policy Act of 2005 whiemong other provisions, repealed the Public Utiitylding Company Act ¢
1935 making electric utility industry consolidatiorore likely; expanded the FERCauthority to review proposed mergers; cha
the FERC regulatory scheme applicable to qualifyfiaglities, or QFs; authorized the FERC to overseeElectric Reliabilit
Organization to establish electric reliability sfands and penalty provisions for failure to meet stkandards; and modified cer
other aspects of energy regulation and federgbtdicies applicable to the Utility;
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The impact of wholesale electric or gas marketsiulecluding the California Independent System @puats, or ISO’s, new rules to
implement t he ISO’s Market Redesign and Technoldggrade initiative, to become effective on Novembe2007, to restructure
the California electricity market, including theaslishment of a new day-ahead market, new locatiorarginal pricing methods,
and new ISO systems and interfaces with marketggzants;

The extent to which the CPUC or the FERC delaydenies recovery of the Ultility's costs, includingagricity or gas purchase
costs, from customers due to a regulatory deterimm#hat such costs were not reasonable or prudembr other reasons, resulti
in write-offs of regulatory assets;

How the CPUC administers the capital structureyagsi@one dividend, and first priority conditionstbe CPUC's past decisions
permitting the establishment of holding compan@slie California investor-owned electric utilitiard the outcome of the CPUC's
new rulemaking proceeding concerning the relatignsbtween the California investor-owned energijtiets and their holding
companies and non-regulated affiliates, which nmajude (1) establishing reporting requirementstierallocation of capital
between utilities and their non-regulated affilaby the parent holding companies, (2) changinde/C's affiliate transaction
rules, and/or (3) restricting the flow of informatiand sharing of services among the Utility, PGBd&tporation and PG&E
Corporation’s other affiliates, if any;

Whether the Utility is determined to be in comptiarwith all applicable rules, regulations, taréfsd orders relating to electricity
and natural gas utility operations, including thoslating to the procurement of renewable energgource adequacy, greenhouse
gas emissions, electric reliability standardsjrglland collection practices as discussed beloiRagulatory Matters,” and the
extent to which a finding of non-compliance cowdult in customer refunds, penalties or other removerable expenses; and

Whether the Utility is required to incur materialsts or capital expenditures or curtail or ceasatpns at affected facilities,
including the Utility’s natural gas compressor istas, to comply with existing and future environrtediaws, regulations and
policies, including existing state and potentialdel and state laws related to greenhouse gasienssand global warming.

Pending Litigation

The outcome of pending litigation.

Municipalization and Bypass

Continuing efforts by local public utilities to talover the Utility's distribution assets througlereise of their condemnation power
or by duplication of the Utility's distribution asts or service, and other forms of municipalizatizet may result in stranded
investment capital, decreased customer growth,dbsastomer load and additional barriers to cesbvery.

See the section entitled “Risk Fegtin the 2005 Annual Report and Part Il, Item Bisk Factors, below, for further discussion of

the more significant risks that could affect thécome of these forward-looking statements and PG@&Eporation's and the Utility's future
financial condition and results of operations.
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RESULTS OF OPERATIONS

The table below details certain isginom the accompanying Condensed ConsolidatedrSéatts of Income for the three and nine-
month periods ended September 30, 2006 and 2005:

Three Months Ended Nine Months Ended
(in millions) September 30, September 30,
2006 2005 2006 2005

Utility
Electric operating revenues $ 247C  $ 2,107 $ 6,547 $ 5,54¢
Natural gas operating revent 69¢ 697 2,78¢ 2,424

Total operating revenues 3,16¢ 2,80¢ 9,33¢ 7,97(C
Cost of electricity 884 742 2,19¢ 1,62¢
Cost of natural gas 29¢ 32¢ 1,53¢ 1,29:
Operating and maintenance 798 73¢€ 2,631 2,17¢
Depreciation, amortization and decommissioning A5€ 481 1,29( 1,32(

Total operating expenses 2,431 2,287 7,661 6,41¢
Operating income 737 517 1,672 1,552
Interest income 36 20 94 59
Interest expense (1449) (13¢) (447) (41¢€)
Other income (expense), rd) (19) 7 6 (3)
Income before income taxes 611 392 1,32¢ 1,192
Income tax provision 23€ 14¢ 50¢ 457
Income available for common stock $ 37t $ 244 $ 8l€ $ 73t
PG&E Corporation, Eliminations and Other @
Operating revenues $ - % - $ - $ =
Operating (gain) expenses 2 2 3 2
Operating income (loss) 2 2 (©)] 2
Interest income 4 2 10 1
Interest expense (8) (7) (23 (22
Other income (expense), net (4) @) - (13)
Loss before income taxes (20 (14 (16) (32
Income tax benefit (28) (9 (39 (21)
Income (Loss) From Continuing Operations 18 (5) 23 (11
Discontinued Operations - 13 - 13
Net income $ 18 $ 8 $ 23 % 2
Consolidated Total®
Operating revenues $ 3,16¢ $ 2,80¢ $ 9,33t $ 7,97(C
Operating expenses 2,43: 2,28¢ 7,664 6,41¢€
Operating income 73t 51k 1,66¢ 1,554
Interest income 40 22 104 60
Interest expense (152) (14%) (470 (43¢)
Other income (expense), rd) (22) (14) 6 (16)
Income before income taxes 601 37¢ 1,30¢ 1,16(C
Income tax provision 20¢ 13¢ 47C 43€
Income From Continuing Operations 898 23¢ 83¢ 724
Discontinued Operations - 13 - 13

Net income $ 392 $ 25z $ 83¢ $ 737




(@ Includes preferred stock dividend requirement agroéxpense
(@) PG&E Corporation eliminates all intercompany tranisens in consolidatior
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Utility
Overview

Under cost-of-service ratemaking, tHility's rates are determined based on its aafstgrvice. The CPUC and the FERC determine
the amount of “revenue requirements” that the tytié authorized to collect from its customerseaoaver the Utility's operating and capital
costs and earn a fair return. Revenue requirenagatprimarily determined based on the Utility'sfmast of future costs, including the cost
purchasing electricity and natural gas on behathefUtility's customersA substantial portion of the Utility revenues adpusted periodicall
through revenue balancing account mechanisms lectefifferences between actual sales compareorézdsted sales used in setting rates.
The balancing account mechanisms also track difteze between actual purchased power and naturargasrement costs compared to the
forecasted amounts used in setting rates.

The Utility currently faces a centdével of volumetric risk for the portion of instate natural gas transmission capacity that is not
subscribed for under long-term contracts with fixegervation charges to core customers or othgrterm contract holders (see further
discussion in the Natural Gas Transportation anda§e section in the section entitled “Risk Managen#ctivities” of the 2005 Annual
Report). In addition, the Utility faces some volunterisk in collecting its full electric transmiss revenue requirement authorized in its
electric transmission business.

The Utility's primary base revemaquirement proceeding is the GRC filed with thaJCPIn the GRC, the CPUC authorizes the
Utility to collect from customers an amount knovwatmmse revenues to recover basic business andiopeat@osts related to the Utility's
electricity and natural gas distribution and elietyr generation operations. The GRC typically setaual revenue requirement levels for a
three-year rate period. The CPUC authorizes thesmnue requirements in GRC proceedings based aneeaft of costs for the first, or test,
year. In the past, the CPUC has authorized fuwerrue requirement adjustments (attrition adjusts)ém the subsequent years of the G
cycle. In addition, the CPUC generally conductsaanual cost of capital proceeding to determinddtility's authorized capital structure and
the authorized rate of return that the Utility nearn on its electricity and natural gas distributmd electricity generation assets. The cost of
capital proceeding establishes the percentage aoemp®that common equity, preferred equity, and débrepresent in the Utility's total
authorized capital structure for a specific yedre TPUC then establishes the authorized returroommon equity, preferred equity, and debt
that the Utility will collect in its authorized red. The CPUC also has established ratemaking misoisio permit the Utility to timely
recover its costs to procure electricity and ndtgaa on behalf of its customers in the energy etark

The Utility's rates reflect the soffrindividual revenue requirement components aigkd by the CPUC and the FERC. Changes in
any individual revenue requirement affect custonrates and could affect the Utility's revenuesideg regulatory proceedings that could
result in rate changes and affect the Utility'sarayes are discussed in the section entitled “ Régyl Matters ” in the 2005 Annual Report.
Developments that have occurred in significant letiguy proceedings discussed in the 2005 AnnuabRemd significant new regulatory
matters that have been initiated since the 20051AhReport was filed with the SEC are discussedvbéh the section entitled “Regulatory
Matters.” In the AET proceeding, the Utility reqtethe CPUC to authorize an adjustment to eleatiit gas rates effective on the first day of
the following year to (1) reflect over- and undeflections in the Utility's major electric and gaslancing accounts, and (2) consolidate
various other electricity and gas revenue requirdrabanges authorized by the CPUC or the FERC oailjh the rate changes become
effective on the first day of the following yeaglances in all accounts are subject to reviewfieation audit, and adjustment, if necessary,
by the CPUC. The timing of the CPUC and other ratguiy decisions affect when the Utility is abler¢égord the authorized revenues.

Electric Operating Revenues

The Utility’s electricity rates agetermined based on its cost of service. Differsrmdween the authorized revenue requirements
and amounts collected by the Utility from custommiarsates are tracked in regulatory balancing antoand are reflected in miscellaneous
revenues in the table below.

In addition to electricity provided by the Utility’'own generation facilities and electricity provddender the Utilitys power purchas
agreements with third-party providers, the Utiligfies on electricity provided under lobgrm electricity procurement contracts entered in
2001 through September 2005 by the California Diepamt of Water Resources, or the DWR, to meet &mnaiportion of its customers'
demand. Revenues collected on behalf of the DWRlan®WR's related costs are not included in thkty$¥ Condensed Consolidated
Statements of Income, reflecting the Utility's rakea billing and collection agent for the DWR'lesdo the Utility's customers. Changes in
the DWR's revenue requirements will not affectlthidity's revenues.
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The Utility is required to dispatch, or schedulépéthe electricity resources within its portfoliincluding electricity provided under
the DWR allocated contracts, in the most ceftctive way. This requirement, in certain caseguires the Utility to schedule more electrit
than is necessary to meet its retail load andltdise additional electricity on the open markehe Utility typically schedules excess
electricity when the expected sales proceeds exteedariable costs to operate a generation faalitouy electricity under an optional
contract. Proceeds from the sale of surplus etétrare allocated between the Utility and the DWWd&ed on the percentage of volume
supplied by each entity to the Utility's total loddhe Utility's net proceeds from the sale of susmlectricity after deducting the portion
allocated to the DWR are recorded as a reductiding@ost of electricity.

The following table provides a summary of the W8 electric operating revenues:

Three Months Ended Nine Months Ended
(in millions) September 30, September 30,
2006 2005 2006 2005
Electric revenues $ 3,058 % 2,507 $ 8,11¢ $ 6,78(
DWR pass-through revenue (585) (400) (1,579 (1,239
Total electric operating revenues $ 2,47C $ 2,107 $ 6,547 $ 5,54¢
Total electricity sales (in GWKY 24,00: 23,30¢ 63,88¢ 61,57

(@ Includes DWR electricity sale

For the three months ended SepteBe2006, the Utility’s electric operating reveauercreased by approximately $363 million, or
17%, compared to the same period in 2005 mainlytadtiee following factors:

. An increase in electric operating revenues of axprately $136 million due to a FERC order allowithg Utility to recover SC
costs the Utility incurred from April 1998 throu@eptember 2006 through the Transmission Revenwn8alg Account, or TRBA
(see “Regulatory Matters - Scheduling Coordinatost€” below);

. Higher electricity procurement costs, including gied costs, which are passed through to custormengased electric operating
revenues by approximately $82 million (see “CosEkgctricity” below);

. Upon completion of the 2005 AET verification audite Utility recognized approximately $65 milliohr@venues due to the
recovery of net interest costs charged to the BnRegovery Bond Balancing Account, or ERBBA, rethte net disputed generator
claims for the period between the effective datthefUtility’s plan of reorganization and the firssuance of ERBs, and for certain
energy supplier refund litigation costs (see “Ratply Matters - Energy Recovery Bond Balancing Acttd below);

. The dedicated rate component, or DRC, charge tktatthe ERBs increased electric operating revebyegpproximately $36
million (see further discussion in Notes 3 and 4hef Notes to the Condensed Consolidated FinaStééments). During the third
quarter of 2005, the Utility collected the DRC dafor the first series of ERBs that were issueéeruary 10, 2005. During the
third quarter of 2006, the Utility collected the DRissociated with the first series of ERBs in addito the DRC charge related to
the second series of ERBs, issued on November0%; 20

. Attrition adjustments, as authorized in the 200305 R which the CPUC approved the minimum and maxmyearly adjustments
to the Utility's 2003 base revenue requirementggiased electric operating revenues by approxisn&g4 million;

. Higher transmission revenues, including an incréasevenues as authorized in the FERC transmissitencase (see "Regulatory
Matters - FERC Transmission Rate Cases" belowjeased electric operating revenues by approxim&@dymillion;
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. The Utility recorded approximately $28 million ifeetric revenues representing a portion of an alhma&nue requirement
authorized by the CPUC to recover a pension cauttaoh attributable to the Utility’s GRC lines of finess (see "Regulatory
Matters - Defined Benefit Pension Plan Contributibalow); and

. Miscellaneous other electric operating revenueduding revenues associated primarily with publicgose programs, the
California Alternate Rates for Energy Program, #r@Self-Generation Incentive Plan, increased py@pmately $54 million.

The above increases were partidfiyed by the following decreases to electric opatatevenues:

. A decrease to electric operating revenues of apmeaely $66 million related to the recovery of ot 2005 on the deferred tax
component of the settlement regulatory asset withimilar amount in 2006; and

. The carrying cost credit, including both the defd @quity components, associated with the issuahttee second series of ERBs
decreased electric operating revenues by approgim$80 million. The second series of ERBs wasadso pre-fund the Utility's
tax liability that will be due as the Utility coltés the DRC related to the first series of ERBsfits customers over the term of the
ERBs. Until these taxes are fully paid, the Utilisovides customers a carrying cost credit, conthatehe Utility's authorized rate
of return on rate base, to compensate them fongbheof proceeds from the second series of ERBd{stber discussion in the
section entitled "Regulatory Matters" in the 2005n&al Report).

For the nine months ended Septer@BeP006, the Utility’s electric operating revenuesreased by approximately $1 billion, or
18%, compared to the same period in 2005 mainlytdlee following factors:

. Higher electricity procurement costs, including gied costs, which are passed through to custormengased electric operating
revenues by approximately $527 million (see “CddElectricity” below);

. The DRC charge related to the ERBs increased elagerating revenues by approximately $150 milljsee further discussion in
Notes 3 and 4 of the Notes to the Condensed Caladell Financial Statements). During the first mmanths of 2005, the Utilit
collected the DRC for the first series of ERBs tlvate issued on February 10, 2005. During the fliirs¢ months of 2006, the
Utility collected the DRC associated with the fissrries of ERBs in addition to the DRC relatech $econd series of ERBSs, issued
on November 9, 2005;

. An increase in electric operating revenues of axprately $136 million due to a FERC order allowithg Utility to recover SC
costs the Utility incurred from April 1998 throu@eptember 2006 through the TRBA. (See “Regulatoajtdds - Scheduling
Coordinator Costs” below);

. Higher transmission revenues, including an incréasevenues as authorized in the FERC transmissitencase (see "Regulatory
Matters - FERC Transmission Rate Cases" belowjeased electric operating revenues by approxim&@symillion;

. Attrition adjustments, as authorized in the 2003GG R which the CPUC approved the minimum and maxmyearly adjustments
to the Utility's 2003 base revenue requirementsgiased electric operating revenues by approxim&td0 million;

. The Utility recorded approximately $83 million iteetric revenues representing a portion of an anmva&nue requirement

authorized by the CPUC to recover a pension canttdh attributable to the Utility’s GRC lines of finess (see "Regulatory
Matters - Defined Benefit Pension Plan Contributibalow);
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. Upon completion of the 2005 AET verification audite Utility recognized approximately $65 milliohr@venues due to the
recovery of net interest costs charged to the ERB&8ated to net disputed generator claims for o between the effective d:
of the Utility’s plan of reorganization and thestiissuance of ERBs, and for certain energy supggfend litigation costs (see
further discussion in “Regulatory Matters - EneRgrovery Bond Balancing Account” ); and

. Miscellaneous other electric operating revenueduding revenues associated primarily with publicgose programs, the
California Alternate Rates for Energy Program, #r@Self-Generation Incentive Plan, increased pyy@pmately $93 million.

The above increases were partidflsed by the following decreases to electric opaatevenues:

. A decrease to electric operating revenues of apmeately $155 million related to revenue requirerseagsociated with the
settlement regulatory asset and the recovery dé @sthe deferred tax component of the settlemegntlatory asset in 2005, with
no similar amounts recorded in 2006; and

. The carrying cost credit, including both the detd @quity components, associated with the issuahtte second series of ERBs
decreased electric operating revenues by approaiynd®4 million. The second series of ERBs wasddso pre-fund the Utility's
tax liability that will be due as the Utility coltés the DRC related to the first series from itstomers over the term of the ERBSs.
Until these taxes are fully paid, the Utility prdes customers a carrying cost credit, computeldeatttility's authorized rate of
return on rate base to compensate them for thefys®ceeds from the second series of ERBs (séfeciudiscussion in the section
entitled "Regulatory Matters" in the 2005 AnnuapR#).

The Utility's electric operating revenues are expeto increase through the remainder of 2006 piiyndue to higher electricity
procurement costs, revenues associated with tloeeecof the pension contribution, and an attritamijustment authorized in the 2003 GRC
decision. Revenues for the period 2007 through 208%d also increase to the extent authorized byGRUC in the 2007 GRC and if the
CPUC approves the Utility’s proposed new long-tgeneration resource commitments. (For further disicun, see “2007 General Rate Case”
and “Electricity Generation Resources” under “Retpily Matters” below). In addition, on Septembe2006, the Utility began collecting
estimated costs of its AMI project as authorizedh®y CPUC in July 2006. (For further discussiothef AMI project, see “Capital
Expenditures” below.) The Utility also filed an dipption with the CPUC seeking to recover costsiined in connection with severe storms
that occurred in the first half of 2006 and a pemd unusually high temperatures that occurrediin 2006 referred to as a “heat storm.” (For
further discussion, see “Regulatory Matters - Gatadic Event Memorandum Account Application” beldw addition, revenues associated
with the DRC charge for both series of ERBs areeeted to be collected through 2012.

Cost of Electricity
The Utility's cost of electricitgdludes electricity purchase costs and the cofstabfused by its owned generation facilities but
excludes costs to operate the Utility's generdtailities, which are included in operating and mianhance expensElectricity purchase cos

and the cost of fuel used by owned generationifi@silare passed through in rates to customers'E&eetric Operating Revenues” above).

The following table provides a suargnof the Utility's cost of electricity and thaabamount and average cost of purchased power
excluding, in each case, both the cost and voluinedeatricity provided by the DWR to the Utilitytsistomers:

Three Months Ended Nine Months Ended
(in millions) September 30, September 30,
2006 2005 2006 2005
Cost of purchased power $ 89t $ 79¢€ $ 2,32t $ 1,827
Proceeds from surplus sales allocated to the Wtilit (46) (98) (24%) (33))
Fuel used in own generation 35 42 115 13C
Total cost of electricity $ 884 $ 74z % 2,19t $ 1,62¢
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Average cost of purchased power per kWh $ 0.081 $ 0.081 $ 0.07¢ $ 0.07¢
Total purchased power (GWh) 11,037 9,84¢ 29,29t 24,77¢

The Utility’s cost of electricitpéreased by approximately $142 million, or 19%hia three months ended September 30, 2006 as
compared to the same period in 2005 . The costimhased power, including hedging costs, increbgeabproximately $97 million, or 12%.
This increase was primarily due to an increas@énamount of purchased power of approximately 1@®8@watt-hours, or GWh, or 12%.

The volume of total purchased power increased dag tincrease in customer usage which is parthbutable to the July 2006 heat storm
(see further discussion below in “Regulatory Mate€atastrophic Event Memorandum Account Appl@#) and a decrease in the volume
of electricity provided by the DWR to the Utilitytsistomers.

The Utility’s cost of electricitpéreased by approximately $569 million, or 35%hia nine months ended September 30, 2006 as
compared to the same period in 2005. Thst of purchased power, including hedging costseased by approximately $498 million, or 2
The increase is due to an increase in the amoymirchased power of approximately 4,516 GWh, or 18Pe volume of total purchased
power increased due to an increase in customeeuwshigh is partially attributable to the July 20@$at storm and a decrease in the volun
electricity provided by the DWR to the Utility'sstomers. The increase in the volume of purchase@pis also due to a 39-day refueling
outage at Diablo Canyon during the second quafted@6 which required the Utility to purchase higleest replacement power, as compared
to the first nine months of 2005 when Diablo Canya@s in full operation and no such purchases wemaired. The average cost of purch
power increased by $0.005 per kilowatt-hour, or kK\h7%.

The Utility's cost of electricityrfthe remainder of 2006 will depend upon electyipitices and any change in customer usage which
will directly impact the Utility's net open positiqsee the “ Risk Management Activities ” sectionhis MD&A). The cost of electricity is
also dependent upon weather patterns and seagonalit

The Utility’s future cost of electricity also mag laffected by potential federal or state legistatio rules which may regulate the
emissions of greenhouse gases from the Utiligtectric generating facilities or the generafenglities from which the Utility procures pow:
Currently, pursuant to legislation enacted receintigalifornia, the CPUC is expected to adopt bpriary 1, 2007 a greenhouse gas
emissions performance standard that would appdetctricity procured or generated by the Utilitydditionally, California recently enacted a
greenhouse gas emissions law, Assembly Bill 32¢ckwhitablishes a regulatory program and schedukestablishing a cap on greenhouse
gas emissions in the state at 1990 levels effebyw2020, including a cap on the Utility’s emissiaf greenhouse gases. The Utility’s
existing and forecast emissions of greenhouse gaesa®latively low compared to average emissignstber electric utilities and generators
in the country, and the Utility’s incremental cosfscomplying with greenhouse gas emissions reguiatbeing promulgated by the CPUC
and other California agencies are expected to dm/ezed in full in rates from the Utility’s customseunder the CPUC'’s ratemaking standards
applicable to electricity procurement costs.

Natural Gas Operating Revenues

The Utility sells natural gas aratural gas transportation (transmission and digtidn) services to its customers. The Utility's
transportation system transports gas throughouta@ah to the Utility's distribution system, whigcim turn, delivers gas to endse customer:
The Utility's natural gas customers consist of tategories: core and non-core customers. The csterer class is comprised mainly of
residential and smaller commercial natural gasornsts. The non-core customer class is compris@waétrial, larger commercial and
electric generation natural gas customers. ThétyJttovides natural gas delivery services to allecand noreore customers connected to
Utility's system in its service territory. Core tmrsiers can purchase natural gas from alternatggservice providers or can elect to have the
Utility provide both delivery service and naturalsgsupply.

The Utility's natural gas transriassand storage rates for the 2005 through 200ipgdave been determined by a December 2004
CPUC decision which approved the Gas Accord IltI8etent Agreement reached among the Utility anéoithterested parties. Under the
Gas Accord Il Settlement Agreement, the Utilitgdéa volumetric risk for the portion of intrastagtural gas transmission volumes that are
not subscribed for under long-term contracts wited reservation charges to core customers or éthgrterm contract holders. Thus, the
Utility assumes the risk of not recovering its faditural gas transmission and storage costs thatarcovered by these long-term contracts
(see discussion under “ Risk Management Activitidlgtural Gas Transportation and Storage ” in 9@52Annual Report). The CPUC
decision dated December 16, 2004, adopts the Gesrédll Settlement Agreement that provides thatthility is required to file its next Gi
Transmission and Storage Rate Case no later tHamd&ry 9, 2007.
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The Utility recovers the cost obdaubject to the ratemaking mechanism discussewpacquired on behalf of core procurement
customers through its retail gas rates. The Utititgrotected against after-the-fact reasonablemessws of these gas procurement costs
under an incentive mechanism known as the CoreuReoent Incentive Mechanism, or CPIM. Under theNZ,Rhe Utility's purchase costs
for a twelve month period are compared to an aggesmarket-based benchmark based on a weightedgevef published monthly and daily
natural gas price indices at the points where thiléytypically purchases natural gas. The CPIMabdishes a “tolerance band” around the
benchmark index price, and all costs within thertmhce band are fully recovered from core custonffeietal gas costs fall below the
tolerance band, PG&E's customers and shareholdérshare 75% and 25% of the savings below theréwiee band, respectively.
Conversely, if total gas costs rise above the anlee band, the Utility’s core customers and shadens share equally the costs above the
tolerance band. The shareholder award is cappibe &wer of 1.5% of total natural gas commoditgtscor $25 million. While this incentive
mechanism remains in place, changes in the prioatofral gas, consistent with the market-basedhmaadk, are not expected to materially
impact net income.

On October 6, 2005, the CPUC appdabhe Utility’s hedging plan for the winters of 92006, 2006-2007, and 2007-2008. Core
customers will pay the cost of these hedges areive@any payouts as these transactions are haadtsidle of the CPIM. The Utility is at rit
to the extent that the CPUC may disallow portiohthe hedging cost based on its subsequent revighedJtility’s performance under the
filed plan. As part of the hedging plan, the Wyilélso agreed to forego a shareholder award uhéeCPIM for the 2004-2005 CPIM year.

On August 24, 2006, the CPUC approved the Utiligkpanded hedging plan on behalf of core customegusotect them from fuel
price spikes this winter. The CPUC decision all@a®f the costs and benefits of the expanded wi2®6-2007 hedging plans to be outside
of the CPIM.

The following table provides a sunmynef the Utility's natural gas operating revenues:

Three Months Ended Nine Months Ended
(in millions) September 30, September 30,
2006 2005 2006 2005

Bundled natural gas revenues $ 61t $ 64C $ 2,56 $ 2,24¢
Transportation service-only revenues 83 57 221 17E

Total natural gas operating revenues $ 69¢ $ 697 $ 2,78¢ $ 2,42¢
Average bundled revenue per millions of Mcf of matwas

sold $ 17.08 $ 16.2( $ 12.7: $ 10.9:
Total bundled natural gas sales (in millions of Mcf 36 40 202 207

The Utility's natural gas operatiegenues increased by approximately $1 millior).&A%, during the three months ended
September 30, 2006 compared to the same perid@ib. Bundled natural gas revenues decreased bgxapmately $25 million, or 4%,
primarily due to an approximate $55 million deceeascost of natural gas in the third quarter d&0ncluding hedging costs, as further
discussed below in “Cost of Natural Gas.” This dase was partially offset by the following:

. Attrition adjustments, as authorized in the 2003CGBnd revenues authorized in the 2006 cost ofalgmioceeding increased
natural gas operating revenues by approximatemifiton;

. The Utility recorded approximately $11 million imtural gas revenues representing a portion of anamevenue requirement
authorized by the CPUC to recover a pension canttdh attributable to the Utility’s GRC lines of finess (see "Regulatory
Matters - Defined Benefit Pension Plan Contribution" beloangd

. Miscellaneous and other natural gas revenues isedelay approximately $10 million.

In addition, transportation service-only revenueseased by approximately $26 million, or 46%, @ity as a result of an increase
in rates.

The Utility's natural gas operathegenues increased by approximately $362 millior,5%6, during the nine months ended

September 30, 2006 compared to the same perid@diB. Zhe increase in natural gas operating revewasgrimarily due to the following
factors:
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. A $212 million increase primarily due to an increas the cost of natural gas (primarily in thetfiysiarter of 2006 compared to the
first quarter of 2005), including hedging costsfuasher discussed below in “Cost of Natural Gas;”

. Attrition adjustments, as authorized in the 2003CGBnd revenues authorized in the 2006 cost ofalgmioceeding increased
natural gas operating revenues by approximatelyn$iflion;

. The Utility recorded approximately $33 million imtural gas revenues representing a portion of anamevenue requirement
authorized by the CPUC to recover a pension cauttaoh attributable to the Utility’s GRC lines of finess (see "Regulatory
Matters- Defined Benefit Pension Plan Contribution" below);
. Miscellaneous and other natural gas revenues isedelay approximately $44 million; and
. Transportation service-only revenues increasedpyaximately $46 million, or 26%, primarily as asudt of an increase in rates.
The Utility's natural gas revenue2006 are expected to increase due to an aftniite increase as authorized in the 2003 GRC
decision, revenue requirements associated withvezgaf the pension contribution, and an annua estcalation authorized in the Gas
Accord Ill Settlement, and will be further impacteyl changes in the cost of natural gas.

Cost of Natural Gas

The Utility's cost of natural gasludes the purchase cost of natural gas and waasipn costs on interstate pipelines, but exdude
the costs associated with operating and maintaitmadJtility's intrastate pipeline, which are ingéd in operating and maintenance expense.

The following table provides a suargnof the Utility's cost of natural gas:

Three Months Ended Nine Months Ended
(in millions) September 30, September 30,
2006 2005 2006 2005

Cost of natural gas sold $ 26 % 29 % 1,43t $ 1,18¢
Cost of natural gas transportation 33 33 104 104

Total cost of natural gas $ 29¢ $ 326 $ 153¢ $ 1,29:
Average cost per millions of Mcf of natural gasdsol $ 736 $ 732 $ 7.1C $ 5.74
Total natural gas sold (in millions of Mcf) 36 40 202 207

The Utility's total cost of natugds, including hedging costs, decreased by appaigign$28 million, or 9%, in the three months
ended September 30, 2006 as compared to the saine pe2005. This decrease was primarily due tleerease in the volume of natural gas
sold of approximately 4 million Mcf, or 10% (whewcf is defined as 1,000 cubic feet).

The Utility's total cost of natugds, including hedging costs, increased by appratain $246 million, or 19%, in the nine months
ended September 30, 2006 as compared to the saine {pe2005. This increase was primarily due tdraarease in the average price of
natural gas purchased, including hedging costs ttxenine months ended September 30, 2006 of aippately $1.36 per millions of Mcf, or
24%.

The Utility recovers the costs o§ gaubject to the ratemaking mechanism discussexkeah “Natural Gas Operating Revenues”
above), acquired on behalf of core procuremenboousts through its retail gas rates. The Utilitgstof natural gas sold in 2006 will be
primarily affected by the prevailing costs of naflugas, which are determined by North Americanaegithat supply the Utility. The cost of
gas will also be affected by customer demand.

Operating and Maintenance

Operating and maintenance expensesist mainly of the Utility's costs to operate andgintain its electricity and natural gas
facilities, customer accounts and service expema#sic purpose program expenses, and administrativ
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general expenses. Generally, many of these expansedfset by corresponding annual revenues aagtbby the CPUC and the FERC in
various rate proceedings.

During the three months ended Sep&r80, 2006, the Utility’s operating and mainteceaxpenses increased by approximately
$55 million, or 7%, compared to the same periogda5, mainly due to the following factors:

. An increase of approximately $35 million primardye to funding for pension contributions as a tesiuthe CPUC-approved
settlement (see “Regulatory Matters - Defined Biefefnsion Plan Contribution” below);

. An increase of approximately $32 million relatecattministrative expenses for customer energy efficy programs and AMI; and

. An increase of approximately $15 million relatedtdside consulting, contract expense, and vagpoograms and initiatives,
including strategies to achieve operational exoekleand improved customer service.

Partially offsetting these increases are the falhgwdecreases:
. A decrease of approximately $12 million in licergsand administrative fees paid to the FERC; and
. A decrease of approximately $14 million relatedbtwer costs associated with the Utility’s Long-Tebisability Plan.

During the nine months ended Septr8B, 2006, the Utility’s operating and maintereagpenses increased by approximately
$458 million, or 21%, compared to the same pen&d05, mainly due to the following factors:

. An increase of approximately $126 million primarilye to funding for pension contributions as a ltesfithe CPUC-approved
settlement (see “Regulatory Matters - Defined Bieiefnsion Plan Contribution” below);

. An increase of approximately $79 million relatecattiministrative expenses for customer energy efficy programs, low-income
customer assistance programs, the Self-Generatgantive Program and AMI;

. An increase of approximately $59 million relatedstdary expenses reflecting increased costs assdaidth base salaries and
incentives;

. An increase of approximately $40 million reflectiogsts associated with the scheduled Diablo Camgfureling outage in the
second quarter of 2006;

. An increase of approximately $35 million relatedbtdside consulting, contract expense, and vapoograms and initiatives,
including strategies to achieve operational exoekeand improved customer service;

. An increase of approximately $25 million primarélye to an increase in incremental costs attribtdedwinter storm during the
first quarter of 2006 and the July 2006 heat stduming the third quarter of 2006. The Utility intnto file a 2006 Catastrophic
Event Memorandum Account, or CEMA, application witle CPUC on November 13, 2006 for recovery ofdhmssts (see
“Regulatory Matters - Catastrophic Event Memorandirnount Application” below); and

. An increase of approximately $41 million for coatsociated with maintaining distribution plant aveérhead lines for electric

services, franchise fee expense resulting fromdrigévenues and franchise fee rates, and proey due to electric plant growth
and higher electric assessments in 2006.
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The Utility’s operating and maintenance expenses in 2006 peetexl to increase as a result of increased expeels¢ed to various progra
and initiatives, including public purpose prograamsl strategies to achieve operational excellenderaproved customer service (see the
“Overview” section in this MD&A for further discugm). In connection with the Utility’s continuedfeft to streamline processes to achieve
cost and operating efficiencies, jobs from numetouaations around California are being consolidaed a number of positions have been
eliminated. Impacted employees may elect severanoeassignment. The Utility has already incurredesance costs relating to the positions
that have already been eliminated. T he Utilityantp that more positions will be eliminated thro2§®7. The Utility estimates that it may
incur between $10 million and $99 million for fubuseverance expenses that would be included inefafperating and maintenance expenses
(see further discussion in Note 11 of the NotethéoCondensed Consolidated Financial Statemenp&rafing and maintenance expenses are
influenced by wage inflation, benefits, propertyes, the timing and length of Diablo Canyon refugloutages, environmental remediation
costs, legal costs, and various other adminiseaivd general expenses.

Depreciation, Amortization and Decommissioning

The Utility charges the original cost of retirecupt less salvage value to accumulated depreciapion retirement of plant in serv
for its lines of business that apply Statementin&fcial Accounting Standards, or SFAS, No. 71ctaéunting for the Effects of Certain
Types of Regulation, " as amended, which includestecity and natural gas distribution, electijcifeneration and transmission, and natural
gas transportation and storage.

In the three months ended Septer®@@eP006, the Utility's depreciation, amortizatenmd decommissioning expenses decreased by
$25 million, or 5%, compared to the same periodd@5, primarily as a result ¢ie decrease in amortization of the settlementlatgiy asse
resulting from the refinancing of the settlememgjulatory asset by the issuance of the first safi€@RBs. The Utility recorded approximately
$49 million in the three months ended SeptembeRB05 for amortization of the settlement regula@sget, with no similar amount in 2006.

This decrease is partially offsgtam increase in the amortization of the ERB repmaassets of approximately $30 million. During
the third quarter of 2006, the Utility continuedaimortize the ERB regulatory assets for the fiesies of ERBs issued in February 2005, as
well as the second series of ERBs issued in Nove2(hebh.

In the nine months ended SepterBbeR006, the Utility's depreciation, amortizatiomd decommissioning expenses decreased by
$30 million, or 2%, compared to the same periodda5, primarily as a result of tldecrease in amortization of the settlement regolasse
resulting from the refinancing of the settlememgjulatory asset by the issuance of the first safi@&RBs. The Utility recorded approximately
$125 million in the nine months ended Septembe2805 for amortization of the settlement regulat@sget, with no similar amount in 2006.
This decrease is partially offset by an increashénamortization of the ERB regulatory assetsgpraximately $118 million. During the first
nine months of 2006, the Utility amortized the ERBulatory assets for the first series of ERBs el & the second series of ERBs. In
addition, the Utility recorded approximately $23lianh in depreciation expense in the nine monthdeehSeptember 30, 2005 related to
recovery of costs as authorized in a December 88@ment agreement between the Utility, the CRUI@Vision of Ratepayer Advocates
DRA, Aglet Consumer Alliance, and The Utility RefoiNetwork, or TURN. Under the settlement agreenteatUtility was authorized to
collect revenue requirements to recover the capi#ait costs associated with distribution-relatietteic industry restructuring costs through
rates in 2005. There was no similar depreciatigreage in 2006.

In the future, the Ultility's depratton, amortization, and decommissioning expensegx@ected to increase as a result of an overall
increase in assets due to higher capital experditur

I nterest Income

In the three months ended SepterBBeP006, interest income increased by approxim&eé million, or 80%, compared to the
same period in 2005. In the nine months ended 8dEe30, 2006, interest income increased by apprataly $35 million, or 59%,
compared to the same period in 2005. Increasesotbrperiods were a result of the August 31, 20BRE decision approving recovery of .
costs, including interest (see "Regulatory Matte®sheduling Coordinator Costs" below). This inse@as partially offset by a decrease in
interest earned on short-term investments.

The Utility’s interest income duri2@06 will be primarily affected by interest ratedés and cash on hand.

Interest Expense

57




In the three months and nine months ended Septe3@h@006, the Utility's interest expense incredsedpproximately $6 million, or 4%,
and $31 million or 7% respectively, compared toghme periods in 2005. The increase is primarily tdunterest expense associated witt
ERBs which was not incurred until after issuanceath series of bonds in 2005, resulting in intdveig recorded for only a portion of the
nine months in 2005 for the first series of ERBscampared to interest being recorded for bottitseand second series of ERBs for the
nine-month period in 2006. Additionally, a portiohthe increase is due to accrual of interest ghdri balances in certain revenue balancing
accounts as a result of the summer heat storm, icechlwith an increase in the interest rates assatiaith these accounts.

The Utility’s interest expense indB0and subsequent periods will be impacted by asmnginterest rates as the Utility’s short-term
debt and a portion of its long-term debt are irgerate-sensitive. In addition, future interestenge will increase due to higher expected
financing resulting from an overall increase irrastructure investments.

Income Tax Expense

In the three months ended Septer®®e006, the Utility's tax expense increased tpraamately $88 million, or 59%, comparec
the same period in 2005, primarily due to the iaseein pre-tax income of $218 million for the thmeenths ended September 30, 2006.

In the nine months ended SeptemBeRB06, the Utility's tax expense increased by@gmately $52 million, or 11%, compared to
the same period in 2005, primarily due to the iaseein pre-tax income of $131 million for the nmenths ended September 30, 2006.

PG&E Corporation, Eliminations and Other
Operating Revenues and Expenses

PG&E Corporation's revenues comsiginly of billings to the Utility and its other dffites for services rendered, all of which are
eliminated in consolidation. PG&E Corporation's igtieg expenses consist mainly of employee compiemsand payments to third parties
for goods and services. Generally, PG&E Corpor&ioperating expenses are allocated to its a#diaDperating expenses are allocated to
affiliates without markdp and are eliminated in consolidation. For thee¢hand nine months ended September 30, 2006, wieeeeno materii
changes to PG&E Corporation’s operating income.

Income Tax Benefit

During the third quarter of 2006 PG&E Corporatieaarded tax benefits of approximately $19 millioithwespect to capital losses
carried forward and used in the 2005 federal aat $hcome tax returns.

PG&E Corporation has $209 million of remaining ¢aploss carry forwards, which, if not used by Dmber 2009, will expire.
These capital losses resulted from PG&E Corporaidisposition of its ownership interest in Natib&mergy and Gas Transmission Inc., or
NEGT, in 2004

LIQUIDITY AND FINANCIAL RESOURCES
Overview

The levels of PG&E Corporation's dimel Utility's current assets and current lialgbtare subject to fluctuations as a result of
seasonal demand for electricity and natural gasrgyncommaodity costs, and the timing and effeategiulatory decisions and financings,
among other factors.

PG&E Corporation and the Utility nagye liquidity and debt levels in order to meet expe operating and financial needs and
maintain access to credit for contingencies. PG&EpGration and the Utility intend to manage thdityts equity level to maintain the
Utility's 52% authorized common equity ratio of thglity's capital structure.

At September 30, 2006, PG&E Corgoraaind its subsidiaries had consolidated castcasld equivalents of approximately $422
million and restricted cash of approximately $1il6dm including $43 million of restricted cash skified as Other NoGurrent Assets. PG&
Corporation and the Utility maintain separate baokounts. At September 30, 2006, PG&E Corporatioa stand-alone basis had cash and
cash equivalents of approximately $354 million; thdity had cash and cash equivalents of approxetye68 million and restricted cash of
approximately $1.5 billion including $43 million oéstricted cash classified as Other Neurrent Assets. The Utility's restricted cash idels
amounts deposited in



58




escrow related to the remaining disputed Chaptendiins and deposits under certain third-party exgents. PG&E Corporation and the
Utility primarily invest their cash in institutiohanoney market funds.

As of September 30, 2006, PG&E Caapon and the Utility had credit facilities totadj $200 million and $2 billion, respectively,
with remaining borrowing capacity under these dréadiilities of $200 million and $1.5 billion, resgtively. As of September 30, 2006, the
Utility had $222 million of letters of credit ousstding issued under its credit facility. The Uililans to maintain approximately $800 mill
of unused borrowing capacity to provide liquiditythe event of contingencies such as swings inysemsent costs and collateral
requirements. The Utility eliminated the use ofttas a component of its minimum liquidity resem@illy 2006 and now relies solely on
access to the commercial paper market and baclommitted credit lines. In January 2006, the Utibtablished a $1 billion commercial
paper program. At September 30, 2006, the Utilasi 5281 million of outstanding borrowings under ¢benmercial paper program.

During the nine months ended Septsr8B, 2006, the Utility used cash in excess ofam®needed for operations, debt service,
capital expenditures, and preferred stock requirdsi® pay quarterly common stock dividends.

The Utility anticipates that it may issue a matesimount of long-term debt primarily to fund capiapenditures for infrastructure
improvements depending on whether and when regylagproval of these capital expenditures is olgtzin

Dividends

On February 16, June 22, and Septerb, 2006, the Utility paid common stock dividerdtaling $371 million, including $345
million of common stock dividends paid to PG&E Coration and $26 million of common stock dividendsdoto PG&E Holdings, LLC, a
wholly owned subsidiary of the Utility.

On January 16, April 15, July 15dd@ctober 15, 2006, PG&E Corporation paid commonlstividends of $0.33 per share, tota
$488 million, including $33 million of common stodkvidends paid to EIm Power Corporation, a whallyned subsidiary of PG&E
Corporation. PG&E Corporation and the Utility re¢d@ommon stock dividends declared to Reinvestedifgs.

On February 15, May 15, and Augist2006, the Utility paid a cash dividend on vasi@eries of its preferred stock outstanding
totaling $10 million. On September 20, 2006, theiioof Directors of the Utility declared a cashidand on various series of its preferred
stock payable on November 15, 2006 to sharehotifarecord on October 31, 2006.

Stock Repurchases

PG&E Corporation has no remainingigattion under the accelerated share repurchaaagement, or ASR, that it entered into with
Goldman Sachs & Co., or GS&Co., in November 20@5.fErther discussion, see Note 5 of the Notesi¢oGondensed Consolidated
Financial Statements.

Utility
Operating Activities

The Utility's cash flows from openaf activities consist of sales to its customers payments of operating expenses, other than
expenses such as depreciation that do not redngrage of cash. Cash flows from operating actwitiee also impacted by collections of
accounts receivable and payments of liabilitiewipnesly recorded.

The Utility's cash flows from openaf activities for the nine months ended Septer38e2006 and 2005 were as follows:

Nine Months Ended
(in millions) September 30,

2006 2005

Net income $ 82¢ $ 747
Non-cash (income) expenses:
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Depreciation, amortization, decommissioning andvedince for equity funds used during

construction 1,342 1,294
Deferred income taxes and tax credits, net (172 (63¢)
Other deferred charges and noncurrent liabilities (65) (13€)
Gain on sale of assets (15) -
Change in accounts receivable 23¢ 58
Change in accrued taxes 11z 77
Change in regulatory balancing accounts, net 404 94C
Other changes in operating assets and liabilities (561) (215)

Net cash provided by operating activities $ 2,111 $ 2,127

Net cash provided by operating diitis decreased by approximately $16 million dutimg nine months ended September 30, 2006
compared to the same period in 2005. During the months ended September 30, 2006, the Utilityivedecash proceeds associated with
settlements with energy suppliers in the amourppiroximately $273 million (see Note 11 of the Ndiethe Condensed Consolidated
Financial Statements for further discussion). Alsaing this period deferred income taxes and texlits decreased approximately $466
million primarily due to an increased Californiaffichise tax deduction and the payment of previoastyued litigation costs.

The above increases were partially offset due yongats of approximately $290 million for pensiomtrbutions during the nine
months ended September 30, 2006 (see “Regulatotteida Defined Benefit Pension Plan Contributibelow) anddue to payments in 20l
of approximately $320 million for litigation settteents, including the Chromium Litigation settlemagteement . In addition, the Utili/het
over-collected position in balancing accounts dased during the nine months ended September 36,r280lting in less cash received
compared to the same period in 2005 (see Notel3edfotes to the Condensed Consolidated Finantaédi®ents for further discussion).

In September 2006, the CPUC approved a heat staiit ¢to help the Utility’s customers manage thegrh electricity bills for
energy consumed from July 16 through July 27, 2006n high temperatures increased electricity demamdl to enable the Utility to return
to customers electricity over-collections due t® severe weather on an accelerated basis. Thetbeatcredit will return 15% and 10% of
residential and non-residential customers’ respealectricity charges incurred during this peridde Utility has estimated that
approximately $163 million of heat storm creditdl e issued, primarily within customers’ Octobdish As a result, the Utility’s cash
inflows in the fourth quarter of 2006 will be redatby the amount of these credits.

I nvesting Activities

The Utility's investing activitiesmsist of construction of new and replacement itasl necessary to deliver safe and reliable
electricity and natural gas services to its custem@ash flows from operating activities have bgefficient to fund the Utility's capital
expenditure requirements during the nine monthger8kptember 30, 2006 and 2005. Year-to-year \@@sadepend upon the amount and
type of construction activities, which can be ieficed by storms and other factors.

The Utility's cash flows from invegj activities for the nine months ended Septer38e2006 and 2005 were as follows:

Nine Months Ended

(in millions) September 30,
2006 2005

Capital expenditures $ 1,729 $ (1,319
Net proceeds from sale of ass 11 19
Decrease in restricted cash 58 45Z
Proceeds from nuclear decommissioning trust sales 942 2,42¢
Purchases of nuclear decommissioning trust invagsne (2,040 (2,492
Other investing activities, net - 67

Net cash used in investing activities $ 1,75¢) $ (84%)

60




Net cash used by investing actisiticreased by approximately $915 million primadlye to an increase in capital expenditures of
approximately $411 million for the nine months eth@eptember 30, 2006. The Utility estimates thainduthe fourth quarter of 2006 it will
invest an additional approximately $770 millionplant and equipment (see the “Capital Expenditusestion below for further discussion).
In addition, the decrease in restricted cash wpsoagmately $395 million greater in the nine monémsled September 30, 2005 than in the
same period in 2006. This decrease was primargsalt of cash released from escrow as a resuattoné supplier settlements in 2005 as
compared to 2006.

Financing Activities
The Utility's cash flows from findng activities for the nine months ended Septer38e2006 and 2005 were as follows:

Nine Months Ended

(in millions) September 30,
2006 2005

Borrowings under accounts receivable facility $ 50 $ >
Repayments under working capital facility and acteueceivable facility (310 (300
Borrowings under commercial paper facility, net 281 -
Proceeds from issuance of long-term debt - 451
Net proceeds from energy recovery bonds ist - 1,87¢
Long-term debt, matured, redeemed or repurchased Q) (1,559
Rate reduction bonds matured (2149 (2149
Energy recovery bonds matured (2249) (77
Common stock dividends paid (34%) (330
Preferred stock dividends paid (20 12
Preferred stock with mandatory redemption provisimdeemed - (122
Preferred stock without mandatory redemption priowis redeemed - (36)
Common stock repurchased - (960)
Other 25 69

Net cash used in financing activities $ (748) $ (1,217

For the nine months ended Septer@®eP006, net cash used in financing activitieselsed by approximately $463 million
compared to the same period in 2005, primarily tdutae following factors:

. In May 2005, the Utility entered into seven loamesgnents with the California Infrastructure and iaraic Development Bank
under which the Utility borrowed $451 million furdiby the bank’s issuance of Pollution Control BoBdsies AG, with no simila
borrowing in 2006;

. In February 2005, PERF issued approximately $ll@mbiof ERBs, with no similar issuance in 2006.Ntarch 2005, the Utility
used proceeds from the issuance of ERBs to repsech@60 million of its common stock from PG&E Camgion, with no similar

repurchase in 2006;

. Approximately $224 million of ERBs matured in thest three quarters of 2006, with no similar métes in the first quarter of
2005 and only $77 million of maturities in the sed@nd third quarter of 2005;

. During the nine months ended September 30, 2083ttty fully redeemed $122 million of preferratbck with mandatory
redemption provisions, with no similar redemptiar2D06;
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. In January 2005, the Utility partially redeemeddfiog Rate First Mortgage Bonds due in 2006 inatgregate principal amount of
$300 million, and in February 2005, the Utility dse portion of the ERB proceeds to defease $60@mibf Floating Rate First
Mortgage Bonds. In April 2005, the Utility repaid3! million under certain reimbursement obligatitimet the Utility entered into
in April 2004, when its plan of reorganization un@@hapter 11 became effective. On July 3, 2005r¢h@aining $200 million of
Floating Rate First Mortgage Bonds were redeembdrd were no similar redemptions and repaymer28@; and

. The Utility had net borrowings of $281 million ocdmmercial paper, with no similar amount in 2005.
PG&E Corporation

As of September 30, 2006, PG&E Caapion had stand-alone cash and cash equivalemgsprbximately $354 million. PG&E
Corporation's sources of funds are dividends aadestepurchases from the Utility, issuance ofdsimon stock, and external financing.

Operating Activities

PG&E Corporation's consolidated cimlvs from operating activities consist mainlyliflings to the Utility and other affiliates for
services rendered and payments for employee corapensnd goods and services provided by othePSI&E Corporation. PG&E
Corporation also incurs interest costs associaféditg debt.

PG&E Corporation, on a stand-aloasif, had a net increase in cash provided by dpgrattivities of approximately $129 million
for the nine months ended September 30, 2006.iMtisase was primarily due to tax refunds recetaihg the first and third quarters of
2006, with no similar refunds received during 2008. a stand alone basis, PG&E Corporation did agelany material operating activities
for the nine months ended September 30, 2005.

I nvesting Activities

PG&E Corporation, on a stand-albasis, did not have any material investing actsifior the nine months ended September 30,
2006 and 2005.

Financing Activities

PG&E Corporation's consolidated cimlvs from financing activities consist mainly cdish generated from debt financing, issuance
of common stock, and the payment of dividends.

PG&E Corporation's consolidated cimlvs from financing activities for the nine mostanded September 30, 2006 and 2005 were
as follows:

62




(in millions)

Borrowings under accounts receivable facility

Repayments under working capital facility and acteueceivable facility
Borrowings under commercial paper facility, net

Proceeds from issuance of long-term debt

Net proceeds from issuance of energy recovery b

Long-term debt matured, redeemed or repurchased

Rate reduction bonds matured

Energy recovery bonds matured

Preferred stock with mandatory redemption provisimdeemed
Preferred stock without mandatory redemption priowis redeemed
Common stock issued

Common stock repurchased

Common stock dividends paid

Other

Net cash used by financing activities
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281 ]
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@) (1,55€)
(214) (214)
(224) 77)
] (122)

- (36)
10¢ 231
(114) (1,087
(342) (229)
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For the nine months ended September 30, 2006, PG&pRoration's consolidated net cash used by fimgnactivities decreased by
approximately $240 million, compared to the saméogen 2005, primarily due to the following factmafter consideration of the Utility's
cash flows from financing activities:

. In 2006, PG&E Corporation paid approximately $34iom in common stock dividends related to thertbuguarter of 2005 and
the first and second quarters of 2006. In compariB&&E Corporation’s payment of common stock divids in 2005 related only
to the first and second quarters of 2005; and

. In March 2005, PG&E Corporation paid approximatglyl billion to repurchase approximately 29.5 roillishares of its common
stock under an ASR arrangement. (The Utility's repase of its common stock from PG&E Corporatidaling $960 million in
March 2005 was eliminated in consolidation.) Thees no similar share repurchase in 2006; howee&HECorporation paid
certain additional payments of approximately $114ion to GS&Co., as required under the share fadhagreement related to the
November 2005 ASF

CONTRACTUAL COMMITMENTS

PG&E Corporation and the Utilityteninto contractual obligations and commitmentsannection with business activities. These
future obligations primarily relate to financingamgements (such as long-term debt, preferred stoxkcertain forms of regulatory
financing), purchases of transportation capacigural gas and electricity to support customer demand the purchase of fuel and
transportation to support the Utility's generatamivities. Refer to Notes 4 and 11 in the NotethéeoCondensed Consolidated Financial
Statements and the 2005 Annual Report for furtimougdsion.

Utility

The Utility's contractual commitmeimiclude power purchase agreements (includingeageats with QFs, irrigation districts and
water agencies, and renewable energy providers)ralgas supply and transportation agreementdeaufuel agreements, operating leases,
and other commitments (see the section entitledjtiReory Matters - Electricity Generation Resoutdedow for a discussion of new power
purchase agreements into which the Utility hasredtand which the Utility has submitted to the CPidCapproval).

CAPITAL EXPENDITURES

The Utility estimates that in Bo®will invest $2.5 billion in plant and equipmemnesulting in a projected weighted average
rate base of $15.9 billion for the year ended Ddmam31, 2006. For the nine months ended Septenthe@086, the Utility has incurred
capital expenditures of approximately $1.7 billemd expects to incur approximately $770 milliorotigh the end of the year. Over the next
four years (2007 through 2010), the Utility expdotincur capital expenditures relating to investisgo implement AMI, the acquisition and
development of Contra Costa Unit 8, and, subjecegulatory approval, infrastructure improvemefmsaddition, the Utility may incucapital
expenditures related to potential investments aawatwith new generation resources that have eolbgen approved by the CPUC, as
discussed below under “Regulatory Matters - EleityriGeneration Resources .”

Advanced Metering I nfrastructure

On July 20, 2006, the CPUC issued a decision ajipydte Utility’s application to install an AMI forirtually all of the Utility's
electric and gas customers. The Utility has bagstalling the network infrastructure required fbe meter data collection and expects to
begin installing the advanced meters during thetfoguarter of 2006. The Utility expects to comel#te installation of the network
infrastructure and advanced meters throughoueitgcee territory by the end of 2011.

The CPUC authorized the Utility to recover the $1billion estimated AMI project cost, including astimated capital cost of $1.4
billion. The $1.74 billion amount includes $1.68ibh for project costs and approximately $54.8limil for costs related to marketing the
new critical peak pricing rate option describedlelln addition, the Utility is authorized to re@nin rates 90% of up to $100 million in
costs that exceed $1.68 billion without a reasaradss review. The remaining 10% will not be recabler in rates. If additional costs exceed
the $100 million threshold, the Utility may requestovery of the additional costs, subject to s@eableness review.
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The CPUC also approved the Utility’s proposal tieoEustomers a new voluntary billing option caltzitical peak pricing, or CPP, under
which customers will be able to take advantagdesftecity prices that vary by day and hour, poigyt reducing their bills by shifting their
energy use away from critical peak periods. Bytstgfenergy demand away from critical peak peridls,Utility anticipates that it would
need to purchase less power for critical peak gsrio

The DRA filed an application for rehearing of thBW@C's decision approving the implementation ofAMd project based on their
assessment of the CPP program for residential mest On October 19, 2006, the CPUC denied thqureast for rehearing.

The Utility has established separate electric aasllzalancing accounts to record the revenue reqgeirts associated with the costs
and forecast benefits related to AMI. The Utilitylwecord the revenue requirement as costs angried over the installation period. As new
meters are activated, the Utility will record tha@unt of the forecasted electric and gas operdtlogrzefits per meter. The CPUC accepted
the Ultility’s forecast of electric and gas operational bengfitee achieved by AMI. These ratemaking mechanisithsemain in place at lea
until the Utility’s next general rate case, expéddie occur for test year 2010 or later.

PG&E Corporation and the Utility cannot guarantee éxtent to which the anticipated benefits and sagings of the AMI project
will be realized.

Diablo Canyon Steam Generator Replacement Project

In November 2005, the CPUC apprabedUtility’s steam generator replacement projecSGRP, to replace the steam generators
at the two nuclear operating units at Diablo Canyidre Utility plans to replace Unit 2 steam genarsin 2008 and replace Unit 1 steam
generators in 2009. Because the fabrication of steam generators requires a long lead time, in 82004, the Ultility entered into contre
with Westinghouse Electric Company LLC, or Westiogbe, for the design, fabrication, and delivergight steam generators. Under the
contracts, the Utility must pay Westinghouse fomairk done and a pro-rated profit up to the tite performance under the contracts is
completed or the contracts are terminated. Theraotstrequire progress payments in line with actdpenditures for materials and work
completed over the life of the contracts.

As of September 30, 2006, the Wtitiad incurred approximately $127 million in contec with the SGRP under various
construction and installation contracts that thitityhas executed. Based on updated estimatdseofast to complete the SGRP, the Utility
estimates that it will spend an additional $501lionlto complete the SGRP through 2010.

To implement the SGRP, the Utiligguires two permits from San Luis Obispo Countgoaditional use permit to store the old
generators on site at Diablo Canyon and a coastadldpment permit to build temporary structureBiablo Canyon to house the new
generators as they are prepared for installatior public hearing on January 12, 2006, the Saa Ohispo County Planning Commission
denied approval of both permits. The Utility apgehbihe denials to the Board of Supervisors of S#ie Obispo County at a public hearing
March 7, 2006 and both permits were approved. OrcMa0, 2006, the Mothers for Peace, along withSaeta Lucia Chapter of the Sierra
Club, appealed the Board of Supervisors’ approf/abth permits to the California Coastal CommissimnCoastal Commission. The Utility
expects that the Coastal Commission will issuedisidm on the appeal by the end of 2006. If thditys SGRP is delayed, the Utility could
incur additional costs to operate and maintainofdesteam generators until they can be replacatelftility is ultimately unable to replace
the steam generators, the Utility would be requicedease operations at Diablo Canyon and proausepfrom other sources when the
generators are no longer operable in conformantteapierating standards.

Contra Costa Unit 8

In January 2005, the Utility antert parties entered into a settlement agreemehtMiitant Corporation and certain of its
subsidiaries, or Mirant, related to claims outstagdn Mirant's Chapter 11 proceeding. Under thesment agreement, Mirant agreed to
transfer to the Utility the equipment, permits, aihtracts for the construction of Contra Costat 8na modern 530-MW electric generating
facility that Mirant had started to build, but nee®mpleted. On June 10, 2005, the Utility and Mireompleted negotiations of an Asset
Transfer Agreement, which provides the terms amdlitions under which the Contra Costa Unit 8 equptnpermits, and contracts would
transferred to the Utility and development and tartsion of the plant would be completed. On JuRg2DO05, the Utility filed an application
with the CPUC requesting approval of the Asset $immAgreement and cost-of-service funding to catgpthe construction of the facility,
and funding to operate it for up to three yearsJOme 13, 2006, the FERC authorized Mirant to fearS8ontra Costa Unit 8 to the Utility. On
June 15, 2006, the CPUC approved the Utditgpplication to acquire Contra Costa Unit 8, tmpkete construction at a cost of approxima
$300 million, and to operate the facility. The cdetjn of the acquisition
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remains subject to the satisfaction of a numbetading conditions. R efer to Note 11 in the Ndtethe Condensed Consolidated Financial
Statements for further discussion.

As a result of changes to Contrat@dJnit 8's environmental permits, as of Septen®@r2006, approximately $75 million of
additional expenditures are necessary to converplémt from fresh water cooling to dry cooling.€Tttility plans to make an advice filing
with the CPUC on November 8, 2006 requesting apgdriavrecover these additional expenditures.

OFF-BALANCE SHEET ARRANGEMENTS

For financing and other businesppses, PG&E Corporation and the Utility utilizetedn arrangements that are not reflected in
their Condensed Consolidated Balance Sheets. Starigements do not represent a significant pagitbér PG&E Corporation's or the
Utility's activities or a significant ongoing soerof financing. These arrangements are used tdeeR&hE Corporation or the Utility to
obtain financing or execute commercial transactimm$avorable terms, and amounts due under thegeacts are contingent upon terms
contained in these arrangements. For further inftion related to letter of credit agreements, ¢redilities, pollution control bond insuran
and bank reimbursement agreements, and PG&E Cdigusaguarantee related to certain NEGT indenwiitygations, see the 2005 Annual
Report and Notes 4, 5, and 11 of the Notes to thed€nsed Consolidated Financial Statements.

CONTINGENCIES

PG&E Corporation and the Utility leasignificant contingencies that are discussedwetdso, refer to Note 11 in the Notes to the
Condensed Consolidated Financial Statements fardudiscussion.

REGULATORY MATTERS

This section of the MD&A discussewvelopments that have occurred in significant raguy proceedings presented in the 2005
Annual Report and significant new regulatory pratiegs that have been initiated since the 2005 AhRegort was filed with the SEC.

2007 General Rate Case

On August 21, 2006, the Utility, together with DRA, various irrigation districts, the Western Méaxtured Housing Communities
Association, the Disability Rights Advocates, thadifornia Farm Bureau Federation, Southern Calitodison, Southern California Gas
Company, San Diego Gas & Electric Company, andCthalition of California Utility Employees, filed motion with the CPUC seeking
approval of a settlement agreement reached amenggitties to resolve all of the issues raised bgdlparties and all revenue requirement
related issues raised by other parties in thety8lR007 GRC proceeding. The settlement agreep@mqioses to set the Utility’s revenue
requirements for a four-year period, 2007-201harthan for a typical three-year period. Undes fioposal, the Utility’s next GRC would
be effective January 1, 2011. As further discussddw, the settlement agreement includes a praviipattrition adjustments to be made to
authorized revenues in 2008, 2009 and 20100Gwber 5, 2006, the Utility filed its responseghe protests filed by TURN, Aglet Consun
Alliance, and the Alliance for Nuclear Responstgiltogether with the Sierra Club, to the proposetilement agreement.

The settlement agreement proposes that the Usilgléctric and gas service revenue requiremergstafé January 1, 2007 be set at
approximately $2.9 billion for electric distributipapproximately $1 billion for gas distributiomda$1 billion for electric generation
operations, for a total of approximately $5 billidrhe settlement agreement also provides for aiti@itadjustment to authorized revenues of
$125 million in 2008 and 2009. In addition, thelitiwould receive a onéime additional amount of $35 million in 2009 fopkanned secor
refueling at Diablo Canyon. The attrition adjustin&nauthorized revenues for 2010 would be $12%anil less the one-time additional
amount of $35 million from 2009, for a net increa$&90 million in 2010. The Utility’s customers lvieceive the benefit of cost savings
attributable to the Utility’s implementation of fr@tives to achieve operating and cost efficienae008, 2009 and 2010 associated with the
attrition adjustments discussed above. If the dctost savings exceed these amounts, such benefitisl accrue to shareholders. Conversely,
if these cost savings are not realized, earningdable for shareholders would be reduced.

The Utility projects that the amount of revenueuiegments provided in the settlement agreementavenhble the Utility to make

needed improvements in its electric and gas digioh system infrastructure and in its existingcrie generation business as planned over
the 2007-2010 time period.
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On October 19, 2006, the CPUC approved the Utditgquest to make the revenue requirements ultiynatepted by the CPUC in
the GRC effective on January 1, 2007. The CPUCdhtttat delays in the proceeding schedule causédebyarties’ good-faith settlement
negotiations made it unlikely that the CPUC wouislie a final decision before January 1, 2007.

PG&E Corporation and the Utility are unable to pcedvhether the settlement agreement will be apgddsy the CPUC.
Electricity Generation Resources

California legislation allows thelf@rnia investor-owned utilities to recover the&rasonably incurred wholesale electricity
procurement costs. The legislation’s mandatory adfastment provision requiring the CPUC to adjestil electricity rates or order refunds,
as appropriate, when the forecast aggregate oviections or under-collections exceed 5% of atyt8iprior year electricity procurement
revenues (excluding amounts collected for the DWRtracts) expired on January 1, 2006. In Decemb@4 2in approving the California
investor-owned utilities’ long-term procurementmeathe CPUC decided that it would continue thedatary rate adjustment mechanism for
the length of a utility’s resource commitment oryHars, whichever is longer.

The Utility executed power purchageeements to secure new generation resourcesandance with the Utility’s long-term
electricity procurement plan, to meet the Utility&source adequacy requirement, and to meet thig/dtrenewable energy requirements. In
addition, the Utility has executed agreements &w Wtility-owned generation resources that remainject to CPUC approval, as discussed
below.

Cost Recovery for New Generation Resources

The authorized revenue requirements for capitakcasd non-fuel operating and maintenance costdtibty-owned generation are
addressed in the Utility’s general rate case wieherally occurs every three years. If the GRGesrtint discussed above is approved by the
CPUC, the Utility’s next general rate case will ootur until 2011. The Utility has filed an applica with the CPUC to approve new long-
term generation resource commitments and estatbkshitial capital costs for two proposed Utiliyvned generation projects, as discussed
below. If approved by the CPUC, these initial calpiosts will be trued-up with actual costs in tigxt general rate case. The Utility’s
forecasted costs under power purchase agreemehtselrcosts are reviewed annually and recoveresliih the Energy Resource Recovery
Account, or the ERRA, a balancing account desigondchck and allow recovery of the difference beswéhe authorized revenue requiren
and actual costs incurred under the Utility's artitenl procurement plans.

As to the recovery on any above-market or “straidedts, in the December 2004 CPUC decision appgpthe California investor-
owned utilities’ long-term procurement plans, tHelWZ decided that the utilities should be allowedetmover any stranded costs through a
non-bypassable charge to be collected from depgetistomers, as well as from their retail or “bedldlelectricity customers. The CPUC
decided that the non-bypassable charge on depaustgmers could be imposed from the date of sigaipower purchase agreement or the
date of commercial operation of a utility-owned gowlant. For a utility-owned plant, the duratidrttee non-bypassable charge would be 10
years, and for a power purchase agreement theaurabuld be 10 years or the term of the contratichever is less. The CPUC a
decided that the utilities should be allowed tdifys cost recovery period longer than 10 yeara@ase-by-case basis. In addition, the
California legislature has added Assembly Bill 38@he Public Utilities Code, allowing the CPUCatathorize a notyypassable charge uni
certain conditions, without specifying an end date.

In July 2006, the CPUC issued a decision desiggdkia California investor-owned utilities as resgibfe for procuring new
generation in California. For new generation pusgltbfrom third parties under power purchase agretanthe utilities may elect to allocate
the net capacity costs (i.e., contract price l@ssgy revenues) to all “benefiting customers” ia thilities’ service territory, including direct
access customers and community choice aggregaigioroers, rather than recovering costs only froair thundled and departing customers.
If a utility elects to use this cost allocation mad, the net capacity costs would be allocatedhfeiterm of the contract or 10 years, whichever
is less, starting on the date the new generatidrcames on line. If a utility elects to use thastallocation mechanism, it must use a third-
party independent evaluator to oversee the comgetitquest for offers, or RFO, that produces areeh subject to this cost allocation
mechanism. Once the contract is selected througyREO an independent evaluator must then admirastauction for the energy rights to
the contract to minimize the net capacity costs Wwuld be subject to allocation. If no bids areegated for the energy rights, the utility wo
retain the rights to the energy and would valws gpot market prices for the purposes of
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determining the net capacity costs to be allocateid the next periodic auction. Specific implemetign details for the energy rights
auction will be addressed in the utilities’ longreprocurement plans, to be submitted later thésye

The utilities’ owned generation resource costs Wadt be eligible for recovery under this cost @ditton mechanism. As discussed
above, these costs would only be eligible for recg¥rom the utilities’ bundled electricity custorseand through a non-bypassable charge
imposed on departing customers.

New Lon+Term Generation Resource Commitments

On October 17, 2006, a proposed decision was idsyedCPUC administrative law judge that recommehdsapproval of the sewvi
agreements the Utility submitted to the CPUC iniApB06 that would provide 2,250 MW of new lotgrm electricity generation resource:
Northern California in accordance with the Uti's 2004-2014 long-term electricity procurement pléis expected that the CPUC will issue
a final decision by the end of 2006.

Utility-Owned ProjectsTwo of the agreements provide for third party depels to construct generation facilities to be aivaed
operated by the Utility. One of these contracttsdak the construction of a 657-MW power planb®located in Colusa, California. The
other contract calls for the construction of a M@/ power plant at the Utility’s Humboldt Bay fadilito replace the existing power plant at
Humboldt Bay, which is at the end of its usefud liAs to these contracts, the proposed decisiammeends the adoption of an initial capital
cost equal to the sum of the fixed contract cokts fhe Utility’s estimated owner’s costs. Theiaditapital costs for these two plants are filed
with the CPUC under confidentiality provisions, laumé consistent with the Utility’s estimated capitasts range from $900 to $1,100 per
kilowatt. The proposed decision recommends thectieje of the Utility’s request to include potentiatentive payments to the contractor and
contingency amounts that may be incurred by thktyin connection with unforeseen events in théhatized initial capital costs. Instead,
Utility would be authorized to adjust the initiapital cost to reflect any actual incentive payragratid under the contracts through
notification to the CPUC but without a reasonabssneview. The Utilitys request to recover other additional capital coastsld be subject
a reasonableness review .

The proposed decision’s findings regarding initiapital costs differ from the CPUC’s December 266dision that capped cost
recovery for construction of utility-owned geneoatiresources at their final bid price and requttedutilities to share any construction cost
savings with customers while absorbing the full antaf any cost overruns. (In December 2005, the#CRad indicated that it would revisit
its determination regarding the “cost cap” andgharing of construction cost savings in 2006). pfwposed decision recommends the
rejection of the Utility’s request to permit recoy®f the above-market costs of the new projeatsuth a non-bypassable charge to be
imposed on departing customers for the 30-yeapfifine project. Instead the proposed decisionsfihat the 10-year cost recovery period
would apply. At the end of this 10-year period, ttdity would still be able to collect any aboveanket costs from its bundled customers, but
will no longer be able to charge departing custanfier these costs.

In addition, the proposed decision recommends dioptgon of the Utility’s estimates of non-fuel opions and maintenance costs
for the purpose of establishing an initial reveneguirement for the two Utility-owned generatiomjects. The proposed decision does not
accept the Utility’s proposal to include continggm@enounts in the authorized revenue requiremenmtsgderating and maintenance expense.
Instead, the proposed decision suggests that flity be authorized to adjust the initial reveneguirement through notification to the CPUC
for changes to its expense forecast that may axarresult of (1) increased staffing levels dugetanitting requirements, or (2) a change in
the commercial operation date. The proposed decisicommends that the Utility’s requested expepnstiigency amounts be placed in a
one-way balancing account, which the Utility magaeer if and when they are actually expended. Thegsed decision notes that a anay
balancing account is appropriate because the namtgmay not become operational until after théitiy& next general rate case and the
Utility should not have to wait to recover thesstsauntil after they have been reviewed in the gexteral rate case.

The proposed decision notes that the revenue exgaint to recover the initial capital costs for @edusa project will begin to accrue
in the Utility Generation Balancing Account, or UGBas of the date the completed plant is transfietwethe Utility, and would be included
rates on January 1 of the following year. The ahitevenue requirement for the Humboldt Bay proyeatild begin to accrue in the UGBA as
of its commercial operation date, and would beuded in rates on January 1 of the following year.

In addition, as discussed in Note 11 of the Natethé Condensed Consolidated Financial Statemguntsyant to the Utility’s
settlement with Mirant on June 15, 2006, the CPfraved the Utility’s agreement with Mirant to aaguand
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complete the Contra Costa Unit 8 subject to cetaimditions. In approving the Contra Costa Unit§usition, the CPUC authoriz
the Ultility to collect a non-bypassable charge dM@years, rather than over 30 years as requegtde tility.

Power Purchase Agreementée October 17, 2006 proposed decision also recomdsie approval of five power purchase
agreements. The Utility has executed four of tteegeements thatould provide approximately 800 MW of capacity wigrms from 15 to 2
years. TheUtility has entered into a letter of intent with affiliate of Calpine Corporation that providesttki@e parties would execute tfitth
power purchase agreement to provide 601 MW of dgpaeer a 10-year term if the CPUC approves theagent and if certain other
conditions, including that the associated CalpinepGration affiliate emerges from bankruptcy onsfers the project assets to a fiamkrup
special purpose entityare met. The Utility cannot predict whether theseditions will be satisfied or whether the partieill execute a pow:
purchase agreement.

The proposed decision recommends that the Utibtpithorized to recover the fixed and variablesobthe power purchase
agreements , along with fuel costs, through the ERRR the terms of the agreements. The proposetsidecpermits the Utility to defer its
election of a cost allocation method for the pomerchase agreements until after a final decisiassised determining the rules for the energy
rights action (discussed above under “Cost Recalgrflew Generation Resources”) or until furthenedtion by the CPUC. If the CPUC
approves the agreements and if permitting and nactgin schedules are met, the new generationtfasibre anticipated to begin delivering
power to the grid during 2009 through 2010.

The Utility’s 2004 long-term procurement plan inaties that the Utility has a long-term generaticouece need for up to 2,200 MW
of capacity through 2010, based on certain assomptincluding Contra Costa Unit 8, the Utility hraguested the CPUC to approve long-
term resources that together exceed the 2,200 M&¢ést included in the Utility’s long-term procurent plan due to uncertainties regarding
the permitting and construction schedules of tleppsed resource additions, whether the proposeémpouwchase agreement subject to the
letter of intent discussed above is executed,d@ti;ment of existing aging power plants, and #te of future load growth. The Utility has
requested that the CPUC authorize all of the pregpossource additions to maintain a reliable soafegneration supplies in northern
California.

Resource Adequar

Each year California investor-owned electric u#bt(and certain other entities that serve elattrazistomers) are required to
achieve an electricity planning reserve margins#folto 17% in excess of forecasted peak electritsgge or “load.” In October 2005, the
CPUC issued a decision that requires the utildied other entities to file annual and monthly répte demonstrate that they have obtained
sufficient quantities of capacity to meet their gl or “system” resource adequacy requiremergs (esources that are deliverable anywhere
in the 1SO-controlled electricity grid). In June(®) the CPUC also adopted “local” resource adequegyirements to set local capacity
requirements in specific regions that may be trassion-constrained. Future phases of the CPUCtures adequacy proceeding are
expected to address review of the current prografinement of the rules, and a longer-term progii@mework. The longer-term program
framework may include a centralized capacity matat would allow procurement through the markeddilition to bilateral agreements and
utility-owned resources.

If the CPUC determines that a utility or other I@&alving entity has not met its requirement in digalar year, the CPUC can
impose penalties in an amount determined by the@RWe penalty for failure to procure sufficiensm resource adequacy capacity is
equal to three times the cost of securing new regsywhich the CPUC set at $120 per kilowatt-yeakW-year (three times $40 per kW-
year); however, for 2006 the penalty is set a-half of the amount (i.e., $60 per kW-year). Thealey for failure to meet local resource
adequacy requirements is equal to $40 per kW-yeaddition to penalties, entities that fail to messource adequacy requirements may be
assessed the cost of backstop procurement by @éol&ilfill their resource adequacy target levdlse Utility's CPUC-approved 2004-2014
long-term procurement plan forecasts that the tyuiiill be able to meet future resource adequaguirements.

Renewable Energy Contrac

California law, as amended on September 26, 20GGdgnactment of Senate Bill 107, establishedémeewables Portfolio
Standard Program, or RPS, which requires eachdtailif retail seller of electricity, except munidipdilities, to increase its purchases of
eligible renewable energy (such as biomass, smgedlidy) wind, solar, and geothermal energy) by attlé& of its retail sales per year, the
annual procurement target, so that the amountestritity purchased from eligible renewable researequals at least 20% of its total retail
sales by the end of 2010. The CPUC has been appffiéxible
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compliance” rules to determine whether a retalesdlas met its annual procurement target. Thdss allow a retail seller to satisfy
and defer (for up to three years) its current YRS requirements by signing contracts with renesvabkergy suppliers for future deliveries of
renewable power. These rules also allow the CPU&x¢ose noncompliance with the RPS targets ifailistller is able to demonstrate good
cause. Senate Bill 107, which becomes effectiveia@agnl, 2007, continues to permit use of flexidenpliance rules and directs the CPUC to
adopt flexible compliance rules that will apply &ll years, including years before and after ailretller meets the 20% RPS target . Senate
Bill 107 also excuses retail sellers from the 20B8Requirement if there is insufficient transmisstapacity to bring that power into their
system.

On October 19, 2006, the CPUC adopted rules fartieyy and determining whether the RPS requiremiesn® been met. The
CPUC's decision confirms that the existing flexibtempliance rules apply to procurement through 2@08wing an excused 2009 deficit to
be fulfilled by the end of 2012. The CPUC alsoatdahat the 20% RPS target must be méth actual eligible renewable energy deliverie
2010, subject to further order. The CPUC also dttiat a retail seller that has reached the 20% RSt in a given year is excused from
increasing its procurement the next year (or sulisstgyears) only if it has met its annual procunettiarget in each of the prior years, or is
otherwise excused by the CPUC. The CPUC statedttwil address whether flexible compliance rubgsply in 2010 and beyond in a future
decision.

Failure to satisfy the annual requirement aftediappion of the flexible compliance rules may rdsaola penalty of five cents per
kwh, with an annual penalty cap of $25 million. Theact amount of any penalty and the conditionseumdich it would be applied are
subject to the CPUC's review of the reasonablenéfi®e utilities’ efforts to meet the requiremeimt.addition to construction and
development risks, whether renewable energy from generation facilities can be timely deliveredithject to electric transmission
constraints.

Currently, power from eligible renewable energyoreses comprises approximately 12% of the Utilitgtail sales. The Utility
expects to comply with its 2004, 2005, 2006 and728nual RPS targetf\lthough the Utility expects it will achieve the @target using tr
flexible compliance rules by 2010, actual deliverid renewable power may not comprise 20% of itsdied retail sales by 2010 due to such
factors as the time required for the constructibnew generation facilities and/or needed transimissapacity. As discussed above, failur:
satisfy the RPS targets may result in a penalfivefcents per kWh, with an annual penalty cap28 #illion. Subject to the CPUC'’s future
rulemaking to conform its flexible compliance rutesSenate Bill 107's requirement that the CPU@gible compliance rules apply in all
years, the Utility does not expect it would incay genalties

The CPUC has adopted a procedure to enable tliteeattb recover the cost of electric transmissiod distribution facilities
necessary to interconnect renewable energy resifrtt®se costs cannot be recovered in federglly@ed rates. In 2006, the Utility will
continue to plan for and begin implementation aiaas transmission projects to improve accessriewable energy resources, among other
purposes.

Qualifying Facility Power Purchase Agreements

The CPUC is considering variousgyand pricing issues related to power purchasath QFs in several rulemaking proceedings.
It is expected that a proposed decision addreskoge issues will be issued soon. In April 20086, thility and the Independent Energy
Producers on behalf of certain QFs entered in&ttiement agreement to resolve these issues ictgp®f how the CPUC ultimately
resolves these issues. These remain unresolvéldef@Fs that did not accept the terms of the se¢tht agreement. On July 20, 2006, the
CPUC approved the settlement agreement and ametslne¢ating to QFs which became effective onceGR&C decision became final and
non-appealable on August 21, 2006. As of Septer®®e2006, 122 QFs are subject to an amendmenefakisting contracts with the
Utility to reduce the Utility’s energy payments aodestablish a new five-year fixed pricing optfon non-natural gas-fired QFs. The
settlement agreement also resolves certain eneigjy claims among the Utility and the settling QRat are pending in another CPUC
proceeding. As described in Note 11 in the Notedb@oCondensed Consolidated Financial Statemémsliligations under many of the
amended QF contracts must be accounted for asthgase obligations. When a final decision addngsthese issues is issued by the CPUC,
the Ultility will re-evaluate the accounting treatméor QF contracts that are affected by the denisi

FERC Transmission Rate Cases
The Utility's electric transmissievenues and wholesale and retail transmissior eatesubject to authorization by the FERC. In
August 2005, the Utility filed an application withe FERC requesting an annual retail network tréssion revenue requirement of

approximately $654 million. On May 19, 2006, theRkEapproved a settlement that provides the Ugityannual transmission revenue
requirement of $606 million, an increase of appmadely $87 million
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over previously authorized retail transmission sa&dfective March 1, 2006.

On August 1, 2006, the Utility fileash application with the FERC requesting an antraalsmission revenue requirement of
approximately $719 million, effective October 1080 The proposed rates represent an increase ohaptely $113 million over current
authorized rates. On September 29, 2006, the FER@d an order accepting the Utility’s rate apfitbea suspending the requested rate
changes for five months to become effective Marc®0D7, subject to refund. The FERC also orderegtrties to engage in settlement
discussions to be supervised by a settlement jaddeordered that hearings be held if a settlenmgneieanent is not reached.

PG&E Corporation and the Utility are unable to pcedshat amount of revenue requirements the FERCawthorize, when a final
decision will be received from the FERC, or the &ufpthat it will have on their results of operation

Scheduling Coordinator Costs

Before the ISO commenced operatinhd98, the Utility had entered into several whaleslectric transmission contracts with
various governmental entities. After the ISO begperations, the Utility served as the SC with 8@ [for these existing wholesale
transmission customers, or ETCs. The I1SO billed tikity for providing certain services associateith this scheduling. These 1ISO charges
are referred to as “SC costs.” The SC costs waétialip tracked in the TRBA in order to recover tBE€ costs from retail and new wholesale
transmission customers, or TO Tariff customers.

In 1999, a FERC administrative ladge, or ALJ, ruled that the Utility could not reeo the SC costs through the TRBA and ins
should seek to recover the SC Costs from the ETRs Utility appealed this ruling. In January 200®& FERC accepted a filing by the Util
to establish the Scheduling Coordinator Service§@S, Tariff, to serve as an alternative mechar@mecovery of the SC costs from the
ETCs in case the Utility’s appeal was unsuccessfdlthe Utility was ultimately unable to recoveegh costs in the TRBA . In August 2002,
the FERC affirmed the ALJ’s 1999 ruling that thélitt should refund to TO Tariff customers the S@sts that the Utility had collected
through the TRBA. In the absence of an order froeRERC granting recovery of these costs througlRBA, the Utility removed the SC
costs from the TRBA and reflected the SC costxasunts receivable under the SCS Tariff. The Wtdippealed the FERC’s decision to the
U.S. Court of Appeals for the District of Columigiacuit, or D.C. Circuit. In June 2004, the Utilbegan billing the ETCs under the SCS
Tariff for SC charges retroactive to April 1, 1998the course of the SCS Tariff proceeding atRERC, the Utility entered into settlement
agreements with several ETCs under which the sgtBiTCs paid the Utility compromised amounts i $altisfaction of past due SC costs.
Most of the settlement agreements provided thiueifUtility’s pending appeal to the D.C. Circuitsvsuccessful, the Utility would refund the
settlement amounts paid by the ETCs.

In July 2005, the D.C. Circuit isduen order finding that the Utility was not barfeaim recovering the SC costs through the TRBA
and remanded the matter to the FERC for furthéomcin December 2005, the FERC issued an ordegladimg that the Utility should
recover the SC costs through the TRBA mechanisthrough bilateral agreements with the ETCs butd¢owit recover the costs through the
SCS Tariff, and the FERC terminated the SCS Tprifteeding. On May 22, 2006, the FERC issued a@rduither clarifying that the Utility
could recover through the TRBA all of the costd thhad incurred as an SC and ordered the Utititsefund to the ETCs all amounts paid by
the ETCs to the Utility pursuant to the SCS Ta#f$. of July 31, 2006, the Utility had made refutalshe ETCs pursuant to the FERC’s May
2006 order and the settlement agreements thatregfjréfunds to be made if the Utility’s appeal wascessful.

On April 4, 2006, the Utility fileain application with the FERC seeking approval ef$t09 million that the Utility recorded as SC
costs from April 1998 through July 2005, togethéhvinterest of $47 million accrued over that tiperiod. The Utility requested that the
FERC permit the Ultility to recover these costs fro@ Tariff customers over three and one-half ye@rsJune 22, 2006, the Utility filed
additional information to supplement the applicatés directed by the FERC. The Utility also filedaavice letter with the CPUC notifying
the CPUC that the Utility will seek to pass througa portion of any FERC-approved SC costs thallagable to the Utility’s retail electric
customers . In light of these events, in the gwanded June 30, 2006, the Utility’s net incomzeased by approximately $22 million, or
$37 million pre-tax, reflecting the portion of S@sts determined to be probable of recovery thrabghTRBA and the reversal of a reserve
for SC costs under the SCS Tariff which was termeiddy the FERC, offset by SCS refunds to the ETCs.

On August 31, 2006, the Utility ree®l an order from the FERC approving the Utikty&pril 4, 2006 application. On September
2006, the order was no longer subject to reheamirgppeal. In light of this FERC order, the Utildgtermined that all SC costs are probable
of recovery from TO Tariff customers through theBAR resulting in an overall increase to the Utilitpre-tax income of $92 million and
$129 million, respectively, for the three and ninenths ended September 30, 2006, reflecting SG austrred from April 1998 through
September 2006. SC costs incurred after
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September 30, 2006 and in the future are consigerdhble of recovery through the TRBA.
Spent Nuclear Fuel Storage Proceedings

Under the Nuclear Waste Policy At1882, the U.S. Department of Energy, or DOEge&sponsible for the transportation,
permanent storage and disposal of spent nuclebarfgehigh-level radioactive waste. The DOE hasihewble to meet its contractual
commitments to utilities with nuclear facilities begin accepting spent fuel at one or more perntatisposal sites by 1998 as required by the
Nuclear Waste Policy Act of 1982. Under the Ut’s contract with the DOE to provide for the displasfaspent nuclear fuel and high-level
radioactive waste from the Utility's two nucleamms facilities at Diablo Canyon, if the DOE competa storage facility by 2010, the earliest
that Diablo Canyon's spent fuel would be acceppedtbrage or disposal is expected to be 2018hé\ptojected level of operation for Diablo
Canyon, the Utility's current facilities are abdestore on site all spent fuel produced through@pmately 2010 for Unit 1 and 2011 for Unit
2. As a result of the DOE’s failure to develop anpanent storage facility, the Utility has been lieggito incur substantial costs for planning
and developing on-site storage options for spealeau fuel at Diablo Canyon and the retired nucfeaility at Humboldt Bay, or Humboldt
Bay Unit 3. As further described in the 2005 AnnBabort, the Utility is seeking to recover thesstsdrom the DOE on the basis that DOE
has breached its contractual obligation to movel mselear fuel from Diablo Canyon and Humboldt Réyit 3 to a national repository
beginning in 1998. On October 13, 2006, the U.Sur€Cof Federal Claims issued a decision awardimg@pmately $42.8 million in damages
to the Utility. This amount will be credited to ¢amers pending any appeals.

In March 2004, the Nuclear Regulatory CommissioM\\BC, authorized the Utility to build an on-siteyadtask storage facility to
store spent fuel. The license is effective for 2@rg, with an option to renew for another 20 yeader the applicable regulations. Several
interveners in that proceeding filed an appeahefRC's decision with the U.S. Court of Appealstfie Ninth Circuit, or the Ninth Circuit,
on the grounds that the NRC should have considbeterrorist threat against the dry cask storagditly as part of the environmental review
under the National Environmental Policy Act, or NEPOn June 2, 2006, the Ninth Circuit granteddpeeal in parand ordered that the c¢
be remanded to the NRC for further consideratiothefterrorist threat issue as part of a suppleah®&EPA assessment. Before issuing the
license in March 2004, the NRC reviewed the testdtireat issue as part of its safety and desigesament under the Atomic Energy Act.
September 29, 2006, the Utility requested thattl®& Supreme Court review the Ninth Circuit’'s demis

In addition, some of the interveners in the calgel fa request with the NRC seeking an injunctioprievent the Utility from loading
used fuel in its on-site storage facility until tNRC has completed its additional environmentalawv The interveners also sought a
declaratory order from the NRC that if the Utilfiyoceeds with construction of the on-site storagdify prior to completion of the NRC's
additional environmental review, it does so atribk that a new permit may be denied or that it inaye to change the design and
construction of the facility in response to theiemvmental review. The Utility believes that prlegal precedent allows it to continue
construction of the on-site storage facility andiod fuel and commence operations of the faailityle the appellate process is pending. On
July 17, 2006, the Utility filed a response at NiRC objecting to the interveners’ request for imjiive and declaratory relief. On September
6, 2006, the NRC denied the request for injunctird declaratory relief. The NRC has not yet ruledh® interveners’ request that the NRC
reconsider its decision to deny injunctive and dextbry relief.

Construction of the on-site dry casrage facility began in the third quarter of 2@Md is expected to be completed by 2008. In
November 2005, the NRC authorized the Utility tstall a temporary storage rack in each unit's exjstpent fuel storage pool that wo
permit the Utility to operate Unit 1 until 2010 ablehit 2 until 2011. The Utility expects to compléke installation of the temporary storage
racks by December 2006. If the Utility is unablectonplete the dry cask storage facility, or if domstion is delayed beyond 2010, and if the
Utility is otherwise unable to increase its on-siterage capacity, it is possible that the openatioDiablo Canyon may have to be curtailed or
halted as early as 2010 with respect to Unit 1201l with respect to Unit 2 and until such timeédditional spent fuel can be safely stored.
If electricity from Diablo Canyon were unavailabiee Utility would be required to purchase eledtyirom other more expensive sources to
meet its customers’ demand.

Defined Benefit Pension Plan Contribution
On June 16, 2006, the CPUC issugekision adopting a pension settlement among thigyUthe DRA, and the Coalition of
California Utility Employees that will allow the Uity to recover revenue requirements associatet amnual contributions to fund the

Utility’s pension plan from 2006 to 2009. On a maied basis, these contributions will bring thespem trust plan to fully funded status as of
January 1, 2010 .
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O n July 20, 2006, the Utility matie 2006 authorized net pension contribution oft$2filion funded by the authorized $155
million revenue requirement attributable to thelityts distribution and generation operations, dRG lines of business. Approximately $20
million of the $250 million contribution relates tevenue requirements for gas transmission andgeoelectric transmission, and nuclear
decommissioning, which have been or will be addr@$s other CPUC or FERC proceedings. The remai2@@$ contribution amount will
be capitalized. Additional pension contributionsbdD million associated with the 1994 voluntaryrezhent incentive, $3 million for PG&E
Corporation participants, and $1 million for intstren the net pension contributions were also ndadieg the quarter.

For 2007, 2008, and 2009, the ahpeasion-related revenue requirement attributedotbe GRC lines of business will decrease to
approximately $98 million. If the proposed settlerhagreement in the Utility’s 2007 GRC is approviie, Utility would be authorized to
fund a net pension contribution of $153 million2®10, with an associated revenue requirement atéifle to the GRC lines of business of
approximately $98 million.

CPUC Proceeding Regarding Holding Companies and their Affiliates

On June 29, 2006, the CPUC issued an amendment@at@ber 2005 Order Instituting Rulemaking, or Qtidallow the CPUC to
re-examine the relationship between California gyettilities and their parent holding companies affdiates in furtherance of the CPUC'’s
goals to ensure that Californgaregulated utilities meet their public serviceigdions and that the utilities do not favor orasthise engage i
preferential treatment of their affiliates . In #w@ended OIR, the CPUC noted that the originahindé its affiliate transaction rules had not
been fulfilled largely due to the numerous exceggito the rules and to what the CPUC considerée tine utilities’ overly narrow
interpretations of the rules. On October 10, 20086 ,CPUC administrative law judge overseeing tlee@eding issued a draft decision
containing proposed revisions to the current rulé& proposals include additional reporting requieats regarding communications of a
utility’s confidential information about certainlsjects to the holding company or non-utility atties, a new requirement that the utilities be
"ring fenced" to protect them from being consol@thinto a bankruptcy proceeding of their holdinghpanies or their non-utility affiliates,
extending the prohibition on certain shared ses/toeother areas, and a new requirement that theQJ#ie-approve contracts between a
utility and an affiliate for resource procuremegxgept in transactions where the identity of thenterparty is not known until the transaction
is consummated). On October 30, 2006, the Utilitgg RG&E Corporation filed comments on the draftisiea noting that while some of the
proposed changes were not objectionable, otheiopezbchanges would unduly restrict the functiomifithe holding company structure and
impede the Utility's ability to function. These lade proposed rules to 1) require detailed repgmihcertain communications between a
utility and its holding company personnel, 2) ptwhihe sharing of certain important functions aganutility, its holding company and
affiliates, and 3) prohibit a utility and its affites from jointly employing contractors and cotauois. The CPUC is expected to issue a final
decision before the end of the year.

PG&E Corporation and the Utility cannot predict wer any rules that the CPUC may adopt will haveagerial impact on their
results of operations or financial condition.

Pending CPUC I nvestigation

In February 2005, the CPUC issuedliag opening an investigation into the Utilitydling and collection practices and credit
policies. The investigation was initiated at thguest of TURN, after the CPUC's January 13, 20@sitn that characterized the definitior
“ billing error " in a revised Ultility tariff to islude delayed bills and Utility-caused estimatdts lais being consistent with “ existing CPUC
policy, tariffs, and requirements. ” The Utility mi@nds that prior to the CPUC’s January 13, 20@sdm, “ billing error ” under the Utility's
former tariffs did not encompass delayed bills tifity-caused estimated bills. The Utility’s petiti asking the appellate court to review the
CPUC's decision denying rehearing of its Januan2085 decision is still pending.

On February 3, 2006, the CPUC’s @omsr Protection and Safety Division, or CPSD, abdRN submitted their reports to the
CPUC concluding that the Utility violated applicakriffs related to delayed and estimated billee TPSD recommended that the Utility
refund to customers $117 million, plus intereghatthree-month commercial paper interest raté altegedly was collected in violation of
the tariffs. TURN recommended that the Utility nefto customers $53 million, plus interest at tive¢-month commercial paper interest
rate, that allegedly was collected in violatiorthod tariffs. The two refunds are not additive. T?feSD also recommended that the Utility pay
fines of $6.75 million, while TURN recommends finaghe form of a $1 million contribution to Relitdr Energy Assistance through
Community Help. Both the CPSD and TURN recommeradl tefunds and fines be funded by shareholdefglayand July 2006, the CPSD
and TURN indicated they had reduced their recommeémdfund amounts to approximately $54 million 88 million, respectively, plus
interest at the three-month commercial paper isteede. It is uncertain when the CPUC will issu@al decision.
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If the CPUC finds that the Utilityolated applicable tariffs or the CPUC’s ordersules, the CPUC may seek to order the Utility to
refund any amounts collected in violation of tajfplus interest, to customers who paid such ansoumeddition, if the CPUC finds that the
Utility violated applicable tariffs or the CPUC’sd®rs or rules, the CPUC may seek to impose pesadti the Utility.

PG&E Corporation and the Utility dot expect the outcome of this matter will haveatarial adverse effect on PG&E
Corporation’s or the Utility’s financial conditioor results of operations .

Energy Efficiency Rulemaking

On April 13, 2006, the CPUC issued an OIR to comsastablishing new energy efficiency policies prmgrams, including
mechanisms that would provide incentives or impuealties on the investor-owned utilities dependindghe extent to which the utilities
successfully implement their 2006-2008 energy ifficy programs and meet the CPUC's targets fordgiedwcustomers’ demand for
electricity and natural gas. Under the Utility’si@nt proposed incentive mechanism, if the Utidihieved 80% to 100% of the CPUC'’s
demand reduction targets, 80% of the net preséné\ad energy efficiency programs (i.e., the natdfis) would accrue to customers and
20% of the net benefits would accrue to sharehsldéthe Utility exceeds 100% of the CPUC's tasgehe Utility’s shareholders would
receive 30% of the additional net benefits att@le to the portion of demand reduction that exsdd)% of the CPUC's targets and the
Utility’s customers would receive the remaining 7.09ther parties have proposed that the Utility besgirning incentives only when the
Utility reached 85% of the CPUC's targets and ab&srnings ranging from only 1% to 3% of the netdjiés. All parties have proposed
penalties for poor performance in achieving the CBUargets. The Utility has proposed that if ihewes less than 40% of the CPUC’s
targets, the Utility would provide customers angr$tall between the revenues received in rategf@rgy efficiency and benefits obtained
through the energy efficiency programs. Other partiave proposed that penalties be imposed if tifiyldchieves less than 50% to 85% of
the CPUC's targets. It is anticipated that the CRUICissue a final decision on the adoption ohareholder incentive/penalty mechanism in
late 2006 or in early 2007. Actual shareholder imises or penalties may not be realized for sewsats, depending upon the ratemaking
method adopted by the CPUC. In addition to propasedhanisms for shareholder incentives or penaltiber issues to be considered in the
OIR include evaluation, measurement and verificatibthe Utility's energy efficiency implementatiogsults; energy and water savings; and
planning for energy efficiency programs to be inmpémted in 2009-2011. PG&E Corporation and the tytdre unable to predict what rules
and policies the CPUC may ultimately adopt and vifngtact the adopted shareholder incentive/penadighanism may have on their
financial condition and results of operations.

Cost of Capital

On August 24, 2006, the CPUC granted the Utilitgguest to waive the requirement for the Utilityfite a 2007 cost of capital
application and to maintain the Utility’s currentiythorized cost of capital and capital structare2007. For 2006 and 2007, the Utility’s
authorized capital structure consists of 46% largatdebt, 2% preferred stock and 52% equity. Thiecsized rates of return that the Utility
may earn on its electricity and natural gas distidn and electricity generation rate base for 2806 2007 is 6.02% for long-term debt,
5.87% for preferred stock, and 11.35% for equiéguiting in an overall rate of return on rate bafs@.79%. The Chapter 11 Settlement
Agreement requires the CPUC to authorize a minirR@k for the Utility of 11.22% until the Utility reives a credit rating of “A3” from
Moody'’s Investor Services or “A-" from Standard &®&’s Rating Services. The CPUC will next re-eveduhe level of the Utility’s
authorized ROE and capital structure for the caedar 2008. The Utility’s rate of return for @kectric transmission operations is set by the
FERC and the Utility’s rate of return for its gaartsmission and storage operations through 200Bdwrs previously set in the Gas Accord
settlement agreement approved by the CPUC.

Catastrophic Event Memorandum Account Application

From late December 2005 to early January 2006 ewstorms disrupted service to approximately 1 lianielectric customers and
damaged electric distribution facilities and getierafacilities, causing the Utility to incur apprimately $27 million in additional costs to
restore service and repair facilities. In additifvom mid to late July 2006, all parts of the Wyils service territory experienced unusually t
temperatures, contributing to a “heat storm” thHatupted service to approximately 1.2 million etectustomers and damaged electric
distribution facilities, causing the Utility to inc approximately $41 million in additional costsrastore service and repair facilities.

The CPUC allows utilities to recover the reasonablets of responding to catastrophic events threuGEMA. The CEMA tariff

authorizes recovery of costs when a formal disdsierbeen declared by the Governor or a compegdatdl authority. By proclamations
dated January 2, January 3, and January 12, 2889&dlifornia Governor proclaimed a
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state of emergency to exist due to the damage ddysthe winter storms. On September 7, 2006, thiseed States Department of
Agriculture declared 16 of California’s countiesh® natural disaster areas, as a result of the'tiaft storm” and 31 additional counties as
“contiguous”counties also eligible for federal relief. Amondet issues to be decided in a CEMA proceedingCIREC conducts a review
determine whether the costs were prudently incurred

The Utility plans to file its 2006 CEMA applicatidar the winter storms and July 2006 “heat storm”oo about November 13, 2006,
requesting rate recovery of approximately $52 onillin 2008 rates for recovery of the CEMA costs&FGCorporation and the Utility are
unable to predict whether the CPUC will approve@eVIA application or the amount of any potentialaeery.

Energy Recovery Bond Balancing Account

In connection with the issuance of the ERBs, thiétYestablished a balancing account, the ERBB#\aathorized by the CPUC, to
track various costs and benefits associated wehHERBs. Among other ERB-related costs and bendiigsUtility is required to use the
ERBBA to return to customers the benefits of enexgyyplier refunds received after the issuance@tttond series of ERBs. The energy
supplier refunds that the Utility received betwéles issuance of the first and second series of ERBe used to reduce the size of the seconc
series of ERBs. The ERBBA tariff also provides ttesonable net interest costs on energy supdiens and refunds incurred subsequer
the issuance of the first series of ERBs shalldmudted in order to calculate the net amount ofggngupplier refunds.

As of December 31, 2005, the Utility had accrueprapimately $1.2 billion of net disputed claimsefil by various energy suppliers
in its Chapter 11 proceeding. The ERBBA liabiliglénce was approximately $222 million as of Decan®ie 2005, which included
approximately $170 million credited to the ERBBA&agesult of energy supplier settlements and avess approximately $65 million of net
interest costs charged ERBBA related to the net disputed claims for pleeod between April 12, 2004, the effective datéhe Utility's plar
of reorganization, and February 10, 2005, wherfiteeseries of ERBs was issued, and certain ensugplier refund litigation costs, pending
recovery. Following the completion of the CPUC sifieation audit in the 2005 AET, the Utility conaled that the previously reserved $65
million is probable of recovery. The reversal dbtteserve resulted in an increase in electricatpey revenues of approximately $65 million
in the three and nine months ended September 88, 20

RISK MANAGEMENT ACTIVITIES

The Utility and PG&E Corporation, imlig through its ownership of the Utility, are exgea to market risk, which is the risk that
changes in market conditions will adversely affesttincome or cash flows. PG&E Corporation andUtility face market risk associated
with their operations, financing arrangements,nttagketplace for electricity, natural gas, electyitiansmission, natural gas transmission and
storage, other goods and services, and other aspiettteir business. PG&E Corporation and the tytdategorize market risks as price risk
and interest rate risk. For a comprehensive disousd PG&E Corporation’s market risks, see “Riskihhgement Activities” in the MD&A
section of the 2005 Annual Report. The followingdltbsures omit certain information that has nongea since the 2005 Annual Report was
filed with the SEC.

Price Risk
Natural Gas Transmission and Storage

The Utility uses value-atisk to measure the Ultility's exposure to price aoldimetric risks that could impact revenues duehange
in market prices, customer demand, and weatheuevat-risk measures this exposure over a rollinghdath forward period and assumes
that the contract positions are held through etipina This calculation is based on a 99% confiddegel, which means that there is a 1%
probability that the impact to revenues on a prebtasis, over the rolling 12-month forward periadl] be at least as large as the reported
value-at-risk. Value-at-risk uses market data tangily the Utility’s price exposure. When marketalés not available, the Utility uses
historical data or market proxies to extrapolaterdquired market data. Value-at-risk as a measfypertfolio risk has several limitations,
including but not limited to, inadequate indicatioithe exposure to extreme price movements anddbef historical data or market proxies
may not adequately capture portfolio risk.

The Utility's value-at-risk calculated under thethwelology described above was approximately $36aniand $31 million at
September 30, 2006 and December 31, 2005, reselyctithe Utility's high, low, and average valueriak during the nine months ended
September 30, 2006 was approximately $41 milli@2 #illion, and $33 million, respectively. The Utils high, low, and average value-at-
risk during the year ended December 31, 2005 waoapnately
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$43 million, $31 million, and $36 million, respeatly.
Convertible Subordinated Notes

As of September 30, 2006, PG&E Caoapion had outstanding $280 million of 9.50% Cotibde Subordinated Notes, or
Convertible Subordinated Notes, that are schedwol@dature on June 30, 2010. Holders of the CorblerBubordinated Notes are entitled to
receive “pass-through dividends” at the same pasatid as common shareholders, with the numbehaifes determined by dividing the
principal amount of the Convertible Subordinatedd$diy the conversion price.

In accordance with SFAS No. 133,ctAunting for Derivative Instruments and Hedgindiities, ” the dividend participation
rights component is considered to be an embedd@ehtiee instrument and, therefore, must be bifteddrom the Convertible Subordinated
Notes and recorded at fair value in PG&E Corporesi€ondensed Consolidated Financial Statemengndgis in the fair value a
recognized in PG&E Corporation's Condensed Cora@i Statements of Income as a non-operating egpariacome (included in Other
income (expense), net). At September 30, 2006 awdiDber 31, 2005, the total estimated fair valub®dividend participation rights
component, on a pre-tax basis, was approximatetyn$ilion and $92 million, respectively, of whicl2$ million and $22 million,
respectively, is classified as a current liabi(ity Current Liabilities - Other) and $59 million@®$70 million, respectively, is classified as a
noncurrent liability (in Noncurrent Liabilities -t@er).

Interest Rate Risk
Interest rate risk sensitivity arsadyis used to measure interest rate risk by camgpetstimated changes in cash flows as a result of
assumed changes in market interest rates. At Septedd, 2006, if interest rates changed by 1% lfanarent variable rate debt issued by
PG&E Corporation and the Utility, the change woaffect net income by an immaterial amount, basedeadrvariable rate debt and other
interest rate-sensitive instruments outstanding.
CRITICAL ACCOUNTING POLICIES
The preparation of Condensed Codat#d Financial Statements in accordance with adoayprinciples generally accepted in the
United States of America involves the use of esmand assumptions that affect the recorded amofigissets and liabilities as of the date
of the financial statements and the reported ansoofitevenues and expenses during the reportingdodérhe accounting policies described
below are considered to be critical accountinggiedi due to their complexity, because their appboas material to the financial position ¢
results of operations of PG&E Corporation and thiéty) and because these policies require theafiseaterial judgments and estimates.
Actual results may differ substantially from thesgimates. These policies and their key charatiteriare discussed in detail in the 2005
Annual Report. They include:
. Regulatory Assets and Liabilities;
. Unbilled Revenues;
. Environmental Remediation Liabilities;
. Asset Retirement Obligations;
. Income Taxes; and
. Pension and Other Postretirement Benefits.
For the period ended September 806 2there were no changes in the methodologydomputing critical accounting estimates, no
additional accounting estimates met the standandsritical accounting policies, and there werenmaterial changes to the important
assumptions underlying the critical accountingneates.

NEW ACCOUNTING POLICIES

Share-Based Payment
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In December 2004, the Financial &wtting Standards Board, or FASB, issued SFAS [98.(levised December 2004), “Share-
Based Payment,” or SFAS No. 123R. SFAS No. 123Riresg that the cost of all share-based paymensaicions be recognized in the
financial statements and establishes a fair-valeasmrement objective in determining the value ohstosts.

Effective January 1, 2006, PG&E tmation and the Utility adopted the fair valueaguition provisions of SFAS No. 123R. The
impact of adopting SFAS No. 123R is disclosed ineNband Note 8 of the Notes to the Condensed didased Financial Statements. See
Note 2 for additional new accounting polici

Variable I nterest Entities

In April 2006, the FASB issued Staff Position NOINFI6R-6, "Determining the Variability to Be Consigd in Applying FASB
Interpretation No. 46R," or FSP FIN 46R-6. FSP BBR-6 specifies how a company should determineabdity in applying the accounting
standard for consolidation of variable interesiterst.

PG&E Corporation and the Utility adopted FSP FINR4® on July 1, 2006. The impact of adopting FSP &#6R-6 is disclosed in
Note 2 of the Notes to the Condensed ConsolidaiteghEial Statements. See Note 2 for additional aegounting policies

ACCOUNTING PRONOUNCEMENTS ISSUED BUT NOT YET ADOPTE D
Refer to Note 2 of the Notes to @mdensed Consolidated Financial Statements fardudiscussion.
ADDITIONAL SECURITY MEASURES

Various federal regulatory agentiage issued guidance and the NRC has issued gatgrgling additional security measures to be
taken at various facilities, including generatiagifities, transmission substations and naturaktigassportation facilities. The guidance anc
orders require additional capital investment amiléased operating costs. However, neither PG&E @atjpn nor the Utility believes that
these costs will have a material impact on theiariicial condition or results of operations.

ENVIRONMENTAL AND LEGAL MATTERS

PG&E Corporation and the Utility angbject to laws and regulations established lwthaintain and improve the quality of the
environment. Where PG&E Corporation's and the tytliproperties contain hazardous substances, éMseand regulations may require
PG&E Corporation and the Utility to remove thosbstances or to remedy the effects of those hazarslgostances on the environment. As
described in Note 11 of the Notes to the Condes®tsolidated Financial Statements, the Utility hadindiscounted environmental
remediation liability of approximately $513 milliat September 30, 2006, and approximately $469cmifit December 31, 2005. The
increase in the undiscounted environmental remiediditbility is partly due to an increase in estied costs as a result of changes in the
California Regional Water Quality Control Board'sposed remediation levels associated with thetytlgas compressor station located
near Hinkley, California. Costs incurred at thisility are not recoverable from customers and, essalt, net income was reduced by $19
million for the nine months ended September 306200 addition, the Utility increased its estimatedthediation costs associated with its gas
compressor station located near Topock, Arizonaetyipercent of this additional cost is allowakdeificlusion in future rates in accordance
with the hazardous waste ratemaking mechanism wdeamits the Utility to recover 90% of hazardoussteaemediation costs from
customers without a reasonableness review. Faritteemonths ended September 30, 2006, the inchedise undiscounted environmental
remediation liability due to the Hinkley and Topdekilities was $63 million, of which $54 millionag accrued during the second quarter
2006.

In the normal course of business&P&orporation and the Utility are named as paritiea number of claims and lawsuits. As
described in Note 11 of the Notes to the Condes®tsolidated Financial Statements, the accrueditiafor legal matters is included in
PG&E Corporation’s and the Utility’s other currdiatbilities in the Condensed Consolidated Balanitee®s, and totaled approximately $71
million at September 30, 2006 and $388 million acBmber 31, 2005. The Utility has accrued approtem&19 million with respect to the
Chromium Litigation, as described in Note 11 of Mmtes to the Condensed Consolidated Financiaé®&tts. PG&E Corporation and the
Utility do not believe that the ultimate outcometioé Chromium Litigation will have an additional tedal adverse impact on their financial
condition or results of operations .

As disclosed in PG&E Corporation’s and the Utilgy005 Annual Report, the U.S. Environmental Ptaiac
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Agency, or EPA, published regulations under Sec3ib®(b) of the Clean Water Act for cooling watetake structures. The
regulations affect existing electricity generatfanilities using over 50 million gallons per daypically including some form of "once-
through” cooling such as that used at Diablo Canybese regulations establish a set of performataredards that vary with the type of
water body and that are intended to reduce imgaasguatic organisms. In June 2006, the CalifoBtée Water Resources Control Board
issued a proposed policy to implement these new EBAlations in California. Unlike the EPA regutats which allow site-specific
compliance determinations if a facility's cost ohpliance is significantly greater than either blemefits achieved or the compliance costs
considered by the EPA, the proposed Californiacgolould not permit sitaspecific cost/benefit determinations. If adoptéd, Utility may be
required to incur material capital expenditureadbieve compliance with these regulations or cepseations temporarily or permanently. If
the Ultility is unable to recover the costs of colpte with these regulations, or if the Utility sed to operate Diablo Canyon, PG&E
Corporation’s and the Utility’s future financialswts and condition would be materially and advgraffected.

ITEM 3: QUANTITATIVE AND QUALITATIVE DISCLOSURES AB OUT MARKET RISK

PG&E Corporation's and the Utilitgismary market risk results from changes in engngges. PG&E Corporation and the Utility
engage in price risk management, or PRM, activftesion-trading purposes only. Both PG&E Corpanatand the Utility may engage in
these PRM activities using forward contracts, fesioptions, and swaps to hedge the impact of mdotuations on energy commodity
prices, interest rates, and foreign currencies tffg@&Risk Management Activities” section includedtem 2: Management's Discussion and
Analysis of Financial Condition and Results of Gyiems).

ITEM 4: CONTROLS AND PROCEDURES

Based on an evaluation of PG&E Caapion's and the Utility's disclosure controls gndcedures as of September 30, 2006, PG&E
Corporation's and the Utility's respective printipgecutive officers and principal financial offisehave concluded that such controls and
procedures are effective to ensure that informatgpuired to be disclosed by PG&E Corporation dnedUtility in reports the companies file
or submit under the Securities and Exchange A&B8#, or the Act, is recorded, processed, sumnthrared reported within the time periods
specified in the SEC rules and forms. In additlb@&E Corporation's and the Utility's respectivenpipal executive officers and principal
financial officers have concluded that such costeold procedures were effective in ensuring tHatrimation required to be disclosed by
PG&E Corporation and the Utility in the reportsttRP&&E Corporation and the Utility file or submitder the Act is accumulated and
communicated to PG&E Corporation’s and the UtiBtynanagement, including PG&E Corporation's andUtilgy's respective principal
executive officers and principal financial officeos persons performing similar functions, as apgete to allow timely decisions regarding
required disclosure.

As of January 1, 2004, PG&E Corporatind the Utility adopted the Financial AccougtBtandards Board, or FASB, revision to
FASB Interpretation No. 46, “Consolidation of Vaia Interest Entities,” or FIN 46R. In accordandeéhiFIN 46R, the Utility consolidated
the assets, liabilities and non-controlling intésesf a low-income housing partnership that wasmeined to be a variable interest entity, or
VIE, under FIN 46R. PG&E Corporation and the Uyilito not have the legal right or authority to asdée internal controls of the VIE.
Therefore, PG&E Corporation's and the Utility's leaéion of disclosure controls and procedures paréal as of September 30, 2006, did not
include this entity in that evaluation. PG&E Coration and the Utility have not designed, establistoe maintained disclosure controls and
procedures for the consolidated VIE.

There were no changes in internatrods over financial reporting that occurred dgrthe quarter ended September 30, 2006, that

have materially affected, or are reasonably likelynaterially affect, PG&E Corporation's or thellfils internal controls over financial
reporting.
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PART Il. OTHER INFORMATION
ITEM 1. LEGAL PROCEEDINGS
Pacific Gas and Electric Company Chapter 11 Filing

For information regarding the Utilg Chapter 11 proceeding, see “Part |, Item 3:al&yoceedings” of the 2005 Annual Report and
Note 10 of the Notes to the Condensed Consolidateghcial Statements included in this report an&B&orporatior's and the Utility’s
Quarterly Report on Form 10-Q for the quarter entlate 30, 2006.

Pacific Gas and Electric Company v. Michael Peeveyt al.
For information regarding this mattee “Part |, Item 3: Legal Proceedings” in tB@2 Annual Report.
Diablo Canyon Power Plant

For information regarding matterstieg to the Diablo Canyon Power Plant, see “Rdtem 3: Legal Proceedings” in the 2005
Annual Report.

Compressor Station Chromium Litigation

For more information regarding thier@mium Litigation, see “Part |, Item 3: Legal Peeclings ” in the 2005 Annual Report and
Note 11 to the Notes to the Condensed Consolidéatehcial Statements included in this report and&PB&orporatiors and the Utility’s
Quarterly Reports on Form 10-Q for the quartersdrdarch 31, 2006 and June 30, 2006.

Complaints Filed by the California Attorney General and the City and County of San Francisco

On October 2, 2006, the U.S. Supr@wert declined to grant PG&E Corporation’s requeseview a January 10, 2006 ruling by
the Ninth Circuit that found that certain claimsbght against PG&E Corporation and certain direchyrthe California Attorney General ¢
the City and County of San Francisco had been ipgrtg removed from the California Superior Courtendathey were originally brought to
the Bankruptcy Court where the Utility’s Chaptercilse was pending. In light of the U.S. SupremerCoaction, the plaintiffs have resun
pursuing these claims in Superior Court.

PG&E Corporation believes that @adifornia Attorney General’s and City and CounfySan Francisco’s allegations have no merit
and will continue to vigorously respond to and defagainst the litigation. PG&E Corporation beligveat the ultimate outcome of this
matter would not result in a material adverse ¢ft@cPG&E Corporation’s financial condition or réswof operations.

For more information regarding theases, see “Part |, Item 3: Legal Proceedingsth®®005 Annual Report and PG&E
Corporation’s and the Utility’s Quarterly Reports Borm 10-Q for the quarters ended March 31, 20@b6Jane 30, 2006.

ITEM 1A. RISK FACTORS

A discussion of the significant sskssociated with investments in the securitide®@&E Corporation and the Utility is set forth
under the heading “ Management's Discussion andysiseof Financial Condition and Results of Opemasi - Risk Factors” in the 2005
Annual Report. The last risk factor appearing @ 2005 Annual Report discussed the possibility tiraBankruptcy Cours’ order confirming
the Utility’s Chapter 11 plan of reorganization tbe overturned or modified on appeal. As disdlosleove, under “Item 1. Legal
Proceedings - Pacific Gas and Electric Company @hdpd Filing,” the time period during which thepatiants could have filed a petition for
rehearing with the U.S. Supreme Court has expmajering the confirmation order final and no longbject to appeal. There have been no
other material changes in the risks related toxmastment in PG&E Corporation’s or the Utility’sceeities that have been disclosed in the
2005 Annual Report. In addition, the section o$ thaport entitled “Forward Looking Statements” agopeg in Part |, Item 2. M anagement's
Discussion and Analysis of Financial Condition &w®bults of Operations, lists some of the factoas tould affect PG&E Corporation’s and
the Ultility’s future results of operations and firtgal condition. Although PG&E Corporation and thiglity are not able to predict all the
factors that may affect future results, t he lidettors and the risks discussed in the Annual Reqpuld cause actual results to differ
materially from the results expected or
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anticipated by management as expressed or impjiedebforward-looking statements made in the 20@85ual Report and in this report.
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ITEM 2. UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS

As previously disclosed, in connectigith its entry into certain credit agreementsjime 2002 and October 2002, PG&E
Corporation issued warrants to purchase 5,066,8&f%s of common stock of PG&E Corporation at an@sge price of $0.01 per share.
During the quarter ended September 30, 2006, wan@ders exercised, on a net exercise basis, marta purchase 51,904 shares, and
received 51,890 shares of PG&E Corporation comniacksAs of September 30, 2006, warrant holdersehamicised, on a net exercise be
warrants to purchase 5,066,931 shares, and hadeddg 065,099 shares of PG&E Corporation commoakssince the warrants were issu
There are no more warrants outstanding.

T he Utility did not make any salesuofegistered equity securities during the quamneled September 30, 2006, the period covered
by this report.

I ssuer Purchases of Equity Securities

PG&E Corporation common stock:

Total Number Approximate
of Shares Dollar Value of

Purchased as Shares that

Part of Publicly May Yet be

Total Number Announced Purchased
of Shares Average Price Plans or Under the Plans

Period Purchased Paid Per Share  Programs (1) or Programs
July 1 through July 31, 2006 - $ = - $ 500,000,00
August 1 through August 31, 2006 - % - - $ 500,000,00
September 1 through September 30, 2006 - % S - $ 500,000,00
Total - $ - - $ 500,000,00

(1 On October 19, 2005, the PG&E Corporation BoarBioéctors authorized the repurchase of up to $illiérin shares of PG&E
Corporation's common stock from time to time, bafater than December 31, 2006. The program wakgbubnnounced in a Current Rep
on Form 8-K filed by PG&E Corporation on October 2005. As described in a Current Report on ForkhfBed by PG&E Corporation on
November 18, 2005, PG&E Corporation entered inta@elerated share repurchase arrangement withm@aal&achs & Co., or GS&Co., |
November 16, 2005, or the November 16 ASR, undéecmAG&E Corporation repurchased 31,650,300 shafrigs outstanding commc
stock at an initial price of $34.75 per share ama@ggregate price of approximately $1.1 billione®fare forward component of the
November 16 ASR was terminated in accordance watterms on March 28, 2006. In connection withtdrenination, PG&E Corporatic
paid GS&Co. approximately $58 million (net of amtsipayable by GS&Co. to PG&E Corporation), inclgdaprice adjustment based on
the difference between $34.75 per share, and theneoweighted average price, or VWAP, of PG&E Cogpion common stock from
November 17, 2005 through March 28, 2006. On Ma2&h2006, PG&E Corporation entered into a new sfameard agreement wit
GS&Co. to complete the share forward componenh@MNovember 16 ASR. The new forward share agreemasterminated in accordance
with its terms on June 8, 2006. In connection i termination, on June 13, 2006, PG&E Corporagiaid GS&Co. approximately $56
million (net of amounts payable by GS&Co. to PG&B&rforation), including a price adjustment basedhendifference between $34.75 per
share, and the VWAP of PG&E Corporation commonlksfoem March 29, 2006 through June 8, 2006.

During the third quarter of 2006cFia Gas and Electric Company did not redeem purehase any shares of its various series of
preferred stock outstanding.

ITEM 5. OTHER INFORMATION
Ratio of Earnings to Fixed Charges and Ratio of Earings to Combined Fixed Charges and Preferred StocRividends

The Utility's earnings to fixed cbas ratio for the three and nine months ended Bdgate30, 2006 was 4.63 and 3.63, respectively.
The Utility's earnings to combined fixed charged preferred stock dividends ratio for the three am& months ended September 30, 2006,
was 4.55 and 3.56, respectively. The statemeiiteofdregoing ratios, together with the statemehte@computation of the foregoing ratios
filed as Exhibits 12.1 and 12.2 hereto, are inalulderein for the purpose of incorporating suchrmfation and exhibits into the Utility's
Registration Statement Nos. 33-62488 and 333-108818#ing to various series of the Utility's fimteferred stock and its senior notes,



respectively.
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ITEM 6. EXHIBITS
10.1* Offer of Employment between Pacific Gas and Eled@ompany and William T. Morrow dated June 20, 2006
10.2* Retention Agreement Between PG&E Corporation anoihids B. King dated August 31, 2006
11 Computation of Earnings Per Common Share
12.1 Computation of Ratios of Earnings to Fixed Chafge$acific Gas and Electric Company

12.2 Computation of Ratios of Earnings to Combined Figdthrges and Preferred Stock Dividends for PaGifis and Electric
Company

31.1 Certifications of the Chief Executive Officer areetChief Financial Officer of PG&E Corporation réga by Section 302 of
the Sarbanes-Oxley Act of 2002

31.2 Certifications of the Chief Executive Officer aretChief Financial Officer of Pacific Gas and Etec€ompany required by
Section 302 of the Sarbanes-Oxley Act of 2002

32.1** Certifications of the Chief Executive Officer areetChief Financial Officer of PG&E Corporation réga by Section 906 of
the Sarbanes-Oxley Act of 2002

32.2** Certifications of the Chief Executive Officer artetChief Financial Officer of Pacific Gas and Etec€ompany required by
Section 906 of the Sarbanes-Oxley Act of 2002

*Management contract or compensatory agreement.
**Pursuant to Item 601(b) (32) of SEC Regulatioil Shese exhibits are furnished rather than filedh\this report.
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SIGNATURES
Pursuant to the requirements ofSbeurities Exchange Act of 1934, the registrant® lthuly caused this Quarterly Report on Form
10-Q to be signed on their behalf by the undersighereunto duly authorized.
PG&E CORPORATION
G. Robert Powell
G. Robert Powell

Vice President and Controller
(duly authorized officer and principal accountirf§jaer)

PACIFIC GAS AND ELECTRIC COMPANY
G. Robert Powell
G. Robert Powell

Vice President and Controller
(duly authorized officer and principal accountirf§jaer)

Dated: November 8, 2006
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EXHIBIT INDEX
10.1* Offer of Employment between Pacific Gas and Eled@ompany and William T. Morrow dated June 20, 2006
10.2* Retention Agreement Between PG&E Corporation anoihids B. King dated August 31, 2006
11 Computation of Earnings Per Common Share
12.1 Computation of Ratios of Earnings to Fixed Chafge$acific Gas and Electric Company

12.2 Computation of Ratios of Earnings to Combined Figdthrges and Preferred Stock Dividends for PaGifis and Electric
Company

31.1 Certifications of the Chief Executive Officer areetChief Financial Officer of PG&E Corporation réga by Section 302 of
the Sarbanes-Oxley Act of 2002

31.2 Certifications of the Chief Executive Officer aretChief Financial Officer of Pacific Gas and Etec€ompany required by
Section 302 of the Sarbanes-Oxley Act of 2002

32.1** Certifications of the Chief Executive Officer areetChief Financial Officer of PG&E Corporation réga by Section 906 of
the Sarbanes-Oxley Act of 2002

32.2** Certifications of the Chief Executive Officer artetChief Financial Officer of Pacific Gas and Etec€ompany required by
Section 906 of the Sarbanes-Oxley Act of 2002

*Management contract or compensatory agreement.
**Pursuant to Item 601(b) (32) of SEC Regulatioil Shese exhibits are furnished rather than filedh\this report.



Exhibit 10.1

June 20, 2006

Mr. William Morrow

Homat Viscount #2801
1-11-40 Akasaka, Minato-ku
Tokyo 107-0052 Japan

Dear Bill:

On behalf of Pacific Gas and Electric Company, | pleased to extend an offer to you to join our argaion as President and Ct
Operating Officer, reporting to me.

Your initial total compensation package will congigthe following:

1.

An annual base salary of $575,000 ($47,916.67/manibject to possible increases through our arsalalty review plan.

. A onetime bonus of $100,000 payable within 60 days afrydate of hire, subject to normal tax withholding§ould you leave tl

company or should your employment be terminateccéurse within three years of your date of hireyaagied amount of this bor
must be refunded to the company.

. A target incentive of $373,750 (65% of your baskrga in an annual shoterm incentive plan under which your actual inces

dollars may range from zero to $747,500 based ofoqpeance relative to established goals. This itigerwill be prorated for tr
number of months worked from your date of hire aifitibe payable in 2007.

. Participation in the PG&E Corporation LoAgrm Incentive Plan (LTIP) as a band 2 officer. t@saunder the LTIP are split equz

between restricted stock and performance shardsar@ngenerally made annually on the first busidassof the year. Your initial gre
will be made on your date of hire and will have estimated current value of $1,000,000. This esthatalue is used only for t
purpose of determining the number of shares for goant. The ultimate value that you realize frdms tgrant will depend upon yc
employment status and the performance of PG&E Catjmm common stock.

. A onetime supplement LTIP grant with an estimated curketue of $500,000. This grant will be apportioreed! made in the sai

manner as the grant described in item 4.

Mr. Morrow
June 20, 2006
Page 2

6.

Participation in the PG&E Corporation Supplemefiigécutive Retirement Plan (SERP). The basic bepeaffable from the SERP
retirement is a monthly annuity equal to the pradfcl.7% x [average of the three highest yeamhbination of salary and ann
incentive for the last ten years of service] x geair credited service x 1/12 less any amounts pajghyable from the Pacific Gas
Electric Company Retirement Plan (RP).

. Conditioned upon meeting plan requirements, you aldo be eligible for post-retirement life insucanand postetirement medic

benefits upon retirement under the RP.

. Participation in the PG&E Corporation RetirementiBgs Plan (RSP), a 401(k) savings plan. You wélldligible to contribute as mu

as 20% of your salary on either a pre-tax or afi@rbasis. After your first year of service, welwilatch contributions you make ug
3% of your salary at 75 cents on each dollar cbuted. After three years of service, we will matdntributions up to 6% of yo
salary at 75 cents on each dollar contributedoAthe above contributions are subject to the applie legal limits.



10.

11.

12.

13.

14.

. Participation in the PG&E Corporation Supplemeratirement Savings Plan (SRSP), a nodified, deferred compensation pl

You may elect to defer payment of some of your censation on a prax basis. We will provide you with the full matol
contributions that cannot be provided through tiS#Rdue to legal limitations imposed on highly cemgated employees.

As a result of your officer level (officer band ¥pu will become an eligible participant under fxecutive Stock Ownership Progr
effective January 1, 2007. As an ancillary benifithat program, you will also be eligible to reeeifinancial counseling from T
AYCO Company at a subsidized rate to assist yoyour understanding of our compensation and benpfiigrams and how thc
programs can help you to achieve financial secufity this feature of the program, you will be dillg as of your date of hire.

Participation in a cafeteristyle benefits program that permits you to selevecage tailored to your personal needs and cirtamoes
The benefits you elect will be effective the fio$tthe month following the date of your hire.

An annual vacation allotment of four weeks, subjecfuture increases based on length of serviceir Ytial vacation allotment wi
be prorated based on your date of hire. In additRacific Gas and Electric Company recognizes 16 pampany holidays annua
and provides 3 floating holidays immediately upae land at the beginning of each year.

An annual perquisite allowance of $25,000 to belusdieu of individual authorizations for cars angemberships in clubs and ci
organizations. If your date of hire is after Jue 3006, you will receive half of this amount ($8@)) for 2006.

Participation in the Employee Discount programragig months of continuous service following yowatel of hire. The program offe
participants a 25% discount on electricity and gdes for their primary residence. In order to rezehis benefit, you must (a) li
within Pacific Gas and Electric Company’s serviegitory and (b) have the service in your namegairyprimary residence.




Mr. Morrow
June 20, 2006
Page 3

As we have discussed, this offer is contingent upoar passing a comprehensive background verifinatncluding a credit check a
security clearance assessment, and a standarcdalgsis test. We will also need to verify yougddility to work in the United States bas
on applicable immigration laws. In addition, youeaion as an officer of Pacific Gas and Electriengpany is subject to approval by
Board of Directors of Pacific Gas and Electric Camp and elements of your compensation are subjeapproval by the Nominatir
Compensation, and Governance Committee of the Bafabirectors of PG&E Corporation.

Peter Darbee and | look forward to your joining team and believe you will make a strong contritutio the achievement of the mission
and goals of Pacific Gas and Electric Company aB&P Corporation. | would appreciate receiving yauitten acceptance of this offer and
to also confirm a start date and public announceémieAugust 1, 2006 as soon as possible. It isumgerstanding that by June 28, 2006, and
after your election by the Board of Directors te ffosition of President and Chief Operating OfficePacific Gas and Electric Company, 1
you will formally submit a letter to your currenin@loyer informing them that there is no acceptaalsition within Votaphone and invokir

the severance provisions of your current execuiffieer contract.

Please call me at any time if you have questions.

Sincerely,

/sl Thomas B. King

THOMAS B. KING
President and Chief Executive Officer

Attachment
This is to confirm my acceptance of Pacific Gas Bhattric Company’s offer as the President and 0Dferating Officer

as outlined above.

/sl William Morrow Juaé, 2006
(Signature and Date)




August 31, 2006 Exhibit 10.2

Mr. Thomas B. King

President and CEO

Pacific Gas and Electric Company
77 Beale Street, 3% Floor

San Francisco, CA 94105

Dear Tom,

To provide a long-term incentive to retain younsees, | am pleased to offer you the following nfmgitions to your current compensation
package:

« Elimination of Early Retirement Reduction FactorBhe Board of Directors of Pacific Gas and Elec€ompany (Company) has agr
to eliminate the reduction factors that otherwissuld be used to calculate your pension benefit utite defined benefit pension pl
provided you remain employed by the Company, PG&EpGration, or any of their affiliates until age.53his enhanced pension ben
will be paid from the PG&E Corporation Supplemeriigbcutive Retirement Plan.

« Grant of Restricted Phantom Stock Unitat its July 12, 2006, meeting, the Nominating,n@eensation and Governance Committe
the PG&E Corporation Board of Directors awarded 2&433.41 restricted phantom stock units with ggregate value of $1 millic
based on the closing stock price of PG&E Corponatiommon stock on that day of $39.63, as repontetthe New York Stock Exchang
These units will be credited to your account in B8&E Corporation Phantom Stock Investment Fundeurtde PG&E Corporatic
Supplemental Retirement Savings Plan (SRSP).

0 Vesting. The restricted phantom stock units, together it dividend equivalent units, will vest five ysafter the date
grant, provided that you are still employed by @Gempany, PG&E Corporation, or any of their affdiat You may not ele
to transfer the value of the units to another itmest option in accordance with the SRSP untiluthiéss have vested.

o Payment. The amount of your deferred compensation accbal@nce that is attributable to units that havaedeshall b
paid to you following your Retirement (as definadhe SRSP) or following your termination of emptwgnt.

Under certain situations, application or vestinghafse benefits and awards may be accelerated. ydpordeath or disability:

« the early retirement reduction factors will ceasapply for purposes of calculating the value airypension benefit, and

Mr. Thomas B. King
August 31, 2006
Page 2

« the restricted phantom stock units, together with dividend equivalent units, will immediately vestd will be paid in a lump st
as soon as practicable following the triggeringnévbased on the average closing price of a sHaRG&E Corporation commc
stock for the last 30 calendar days preceding #te df the triggering event, as reported on the Nevk Stock Exchange.

These awards and benefits also will vest or acatdexs described in the prior paragraph if theeeGhange in Control of PG&E Corporation
(as defined in the PG&E Corporation 2006 Long-Témgentive Plan (LTIP)) and these modifications tmycompensation arrangements are
not assumed by the Acquiror (as defined in the L DiPyour employment is subject to an Involuntagrination within the Covered Period
following the Change in Control (as those termsdaned in the PG&E Corporation Officer SeveraRodicy).

If you are terminated without cause, a proratedigoiof any unvested restricted phantom stock wamt$ any dividend equivalent units will
vest immediately, in accordance with the percentddgiene you were employed by the Company, PG&EpBaation, or their affiliates during
the 60month vesting period. Those units will be forfeitegou are terminated for cause before the urgtstMf you are terminated before
reach age 55, you will not receive the enhancediparbenefit, and early retirement reduction faieill apply. This paragraph does not
apply if you are subject to an Involuntary Termioatwithin the Covered Period in connection wit@lange in Control.



Tom, you are and continue to be a very valued mewi@y senior management team and pivotal to ffeetaunderway for the Company to
become the leading utility in the United Statesml confident in your abilities and see you as afkayer in the future of the Company.

Sincerely,

/sl Peter A. Darbee

Accepted:__ /s/ Thomas B. King
Thomas B. King

Date: 8/31/06



PG&E CORPORATION
COMPUTATION OF EARNINGS PER COMMON SHARE

(in millions, except share amounts)

Net income
Less: distributed earnings to common shareholders

Undistributed earnings
Less: undistributed earnings from discontinued af@ns

Undistributed earnings from continuing operations

Common shareholders earnings

Basic

Distributed earnings to common shareholders
Undistributed earnings allocated to common shackdresl-
continuing operations

Undistributed earnings allocated to common shackdrel-
discontinued operations

Total common shareholders earnings, basic

Diluted

Distributed earnings to common shareholders
Undistributed earnings allocated to common shadshsl-
continuing operations

Undistributed earnings allocated to common shackdrel-
discontinued operations

Total common shareholders earnings, diluted

Weighted average common shares outstanding, basic
9.50% Convertible Subordinated Notes

Weighted average common shares outstanding and
participating securities, basic

Weighted average common shares outstanding, basic
Employee share-based compensation and acceletstss <
repurchase progra‘

Weighted average common shares outstanding, dilute®
9.50% Convertible Subordinated Notes

Weighted average common shares outstanding and
participating securities, diluted

Net earnings per common share, basic

Distributed earnings, basic

Undistributed earnings - continuing operationsjbas
Undistributed earnings - discontinued operationasj®

Total

Net earnings per common share, diluted
Distributed earnings, diluted

Undistributed earnings - continuing operationsjbas
Undistributed earnings - discontinued operationasj®

EXHIBIT 11

Three Months Ended
September 30,

Nine Months Ended
September 30,

2006 2005 2006 2005

$ 392 252 83¢ 737
11E 111 344 334

27¢ 141 495 407

- 13 - 13

$ 27¢ 12¢ 495 39¢
$ 11E 111 344 334
264 122 46¢ 371

- 12 - 12

$ 37¢ 24E 812 717
$ 11E 111 344 334
264 122 46¢ 371

- 12 - 12

$ 37¢ 24E 812 717
347 372 34t 37€

19 19 19 19

36€ 391 364 39t

347 372 34t 37€

2 4 4 4

34¢ 37€ 34¢ 38¢

19 19 19 19

36¢ 39t 36¢ 39¢

$ 0.37 0.3( 1.0C 0.8¢
0.7€ 0.3¢ 1.3€ 0.9¢

- 0.0% - 0.0%

$ 1.0¢ 0.6€ 2.3€ 1.91
$ 0.37 0.3( 0.9¢ 0.8¢
0.7€ 0.3 1.3¢ 0.9¢

- 0.0% - 0.0%




Total $ 1.0¢ $ 0.6 $ 23 $ 1.8¢

(@ Includes approximately one million shares treatdwtstanding in connection with the November 288R for the nine months ended
September 30, 2006. The remaining approximategetmillion shares relate to share-based compensatid are deemed to be outstanding
in accordance with SFAS No. 128 for the purposeatdulating EPS for the nine months ended SepteB8Me2006.

(2 Options to purchase 23,000 shares of PG&E Cormoratmmon stock were excluded from the computaifatiluted EPS for the three
and nine months ended September 30, 2005 becausaditise prices of these options were greatarttteaaverage market price of PG&E
Corporation common stock over these periods. Alllonys to purchase shares of PG&E Corporation comstock were included in the
computation of diluted EPS for the three and nilomtins ended September 30, 2006 because the optocise prices of these options were
lower than the average market price of PG&E Corammecommon stock over these periods.



EXHIBIT 12.1
PACIFIC GAS AND ELECTRIC COMPANY
COMPUTATION OF RATIOS OF EARNINGS TO FIXED CHARGES

Three Nine
Months Months
Ended Ended
Septembe Septembe

30, 30, Year Ended December 31,
2006 2006 2005 2004 2003 2002 2001
Earnings:
Net income $ 37¢ $ 82¢ $ 934 $ 3,98 % 928 $ 1,81¢$ 1,01
Adjustments for minority interest in losses of |#san
100% owned affiliates and the Company's equity in
undistributed income (losses) of less than 50% awne
affiliates - - - - - - -
Income taxes provision 23€ 50¢ 574 2,561 52¢ 1,17¢ 59¢€
Net fixed charge 16¢ 507 58¢ 671 964  1,02¢  1,01¢
Total Earnings $ 78:$% 184:% 2097 $ 7214$ 241 $ 4,02¢$ 2,63(

Fixed Charges:
Interest on short-term borrowings and long-termtdedt  $ 16C $ 48¢ $ 57¢ $ 68z $ 947 $ 99€ $ 981
Interest on capital leases 4 5 1 1 1 2 2
AFUDC debt 5 14 15 12) 16 21 12
Earnings required to cover the preferred stockdgint anc

preferred security distribution requirements of onity

owned trust - - - - - 10 24
Total Fixed Charges $ 16¢ $ 507 $ 58¢$ 671% 964$% 1,02¢$ 1,01¢
Ratios of Earnings to
Fixed Charges 4.65 3.65 3.5¢€ 10.7¢ 2.51 3.91 2.5¢
Note:

For the purpose of computing Pacific Gas and HteG@ompany's ratios of earnings to fixed chargearriings"” represent net income adjusted
for the minority interest in losses of less tha@%0owned affiliates, equity in undistributed incoordosses of less than 50% owned affilic
income taxes and fixed charges (excluding capédlinterest). "Fixed charges” include interestangtterm debt and short-term borrowings
(including a representative portion of rental exggnamortization of bond premium, discount andeasp, interest on capital leases, AFUDC
debt, and earnings required to cover the prefesteck dividend requirements and preferred secdiglibution requirements of majority-
owned trust.



EXHIBIT 12.2
PACIFIC GAS AND ELECTRIC COMPANY
COMPUTATION OF RATIOS OF EARNINGS TO COMBINED
FIXED CHARGES AND PREFERRED STOCK DIVIDENDS

Three Nine
Months Months
Ended Ended
Septembe Septembe

30, 30, Year Ended December 31,
2006 2006 2005 2004 2003 2002 2001
Earnings:
Net income $ 37¢ $ 82¢ $ 934 $ 3,98 % 92 $ 1,81¢$ 1,01t
Adjustments for minority interest in losses of l&ssn
100% owned affiliates and the Company's equity in
undistributed income (losses) of less than 50% awne
affiliates - - - - - - -
Income taxes provision 23€ 50¢ 574 2,561 52¢ 1,17¢ 59¢€
Net fixed charge 16¢ 507 58¢ 671 964  1,02¢  1,01¢
Total Earnings $ 78:$% 184:% 2097 $ 7214$ 241F$ 4,02 $ 2,63(

Fixed Charges:
Interest on short-term borrowings and long-termtdedt  $ 16C $ 48¢ $ 57 $ 68z $ 947 $ 99€ $ 981
Interest on capital leases 4 5 1 1 1 2 2
AFUDC debt 5 14 15 (12) 16 21 12
Earnings required to cover the preferred stockdaind anc

preferred security distribution requirements of oniy

owned trust - - - - - 10 24
Total Fixed Charges 16¢ 507 58¢ 671 964 1,02¢ 1,01¢
Preferred Stock Dividends:

Tax deductible dividends 3 9 12 9 9 9 9

Pre-tax earnings required to cover
non-tax deductible preferred stock

dividend requirements - 2 13 34 27 28 27
Total Preferred Stock Dividends 3 11 25 43 36 37 36
Total Combined Fixed Charges
and Preferred Stock Dividends $ 172 $ 51¢ $ 614 $ 714 $ 1,000$% 1,066 $ 1,05%
Ratios of Earnings to Combined Fixed Charges and
Preferred Stock Dividends 4.5t 3.5¢€ 3.4z 10.1¢ 2.4z 3.7¢ 2.4¢
Note:

For the purpose of computing Pacific Gas and EteGompany's ratios of earnings to combined fixedrges and preferred stock dividends,
"earnings" represent net income adjusted for theonty interest in losses of less than 100% owrfélibées, equity in undistributed income
or losses of less than 50% owned affiliates, inctemes and fixed charges (excluding capitalizeerast). "Fixed charges"” include interest on
long-term debt and short-term borrowings (includingepresentative portion of rental expense), amativon of bond premium, discount and
expense, interest on capital leases, AFUDC delteamings required to cover the preferred stoekledind requirements and preferred
security distribution requirements of majority-owdneust. "Preferred stock dividends" representdeductible dividends and pre-tax earnings
that are required to pay the dividends on outstapgreferred securities.



Exhibit 31.1

CERTIFICATION OF PRINCIPAL EXECUTIVE OFFICER
PURSUANT TO SECURITIES AND EXCHANGE COMMISSION RULE3a-14(a)

I, Peter A. Darbee, certify that:

1.

| have reviewed this Quarterly Report on Form 1@6xhe quarter ended September 30, 2006 of PG&fpdation;

Based on my knowledge, this report does not corgtajnuntrue statement of a material fact or omitaie a material fact necessar
make the statements made, in light of the circuntgts.under which such statements were made, nieadisg with respect to the per
covered by this report;

Based on my knowledge, the financial statementd, aher financial information included in this repdairly present in all materi
respects the financial condition, results of operatand cash flows of the registrant as of, amdtife periods presented in this report;

The registrant's other certifying officer and | aesponsible for establishing and maintaining disete controls and procedures
defined in Exchange Act Rules 13a-15(e) and 15¢)) and internal control over financial repagtifas defined in Exchange Act R
13a-15(f) and 15d-15(f) ) for the registrant angéna

a.

Designed such disclosure controls and procedumesaased such disclosure controls and procedurds tdesigned under ¢
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtbsidiaries, is made known tc
by others within those entities, particularly dgritie period in which this report is being prepared

Designed such internal control over financial réipgr, or caused such internal control over finahgorting to be designed uni
our supervision, to provide reasonable assurangardang the reliability of financial reporting arttle preparation of financi
statements for external purposes in accordancegeitlerally accepted accounting principles;

Evaluated the effectiveness of the registrantslasire controls and procedures and presentedsimeport our conclusions about
effectiveness of the disclosure controls and proe=s] as of the end of the period covered by #y®nt based on such evaluat
and

Disclosed in this report any change in the regmtsainternal control over financial reporting thatcurred during the registraat’
most recent fiscal quarter (the registrarfurth quarter in the case of an annual repbd) has materially affected, or is reason
likely to materially affect, the registrant’s intel control over financial reporting; and

The registrant's other certifying officer and | bastisclosed, based on our most recent evaluatiomtefnal control over financi
reporting, to the registrant's auditors and theitacmmmittee of registrant's board of directors farsons performing the equival
functions):

a.

All significant deficiencies and material weaknesgethe design or operation of internal controéiofinancial reporting which a
reasonably likely to adversely affect the registsaability to record, process, summarize and itefpmaincial information; and

Any fraud, whether or not material, that involveamagement or other employees who have a significdatin the registran
internal control over financial reporting.

Date: November 8, 2006 /sl Peter AbiBa

Peter A. Darbee
Chairman, Chief Executfficer and President




CERTIFICATION OF PRINCIPAL FINANCIAL OFFICER
PURSUANT TO SECURITIES AND EXCHANGE COMMISSION RULE3a-14(a)

I, Christopher P. Johns, certify that:

1.

2.

| have reviewed this Quarterly Report on Form 1@(xthe quarter ended September 30, 2006 of PG&fpdation;

Based on my knowledge, this report does not corstainuntrue statement of a material fact or om#ttde a material fact necessar
make the statements made, in light of the circuntgts. under which such statements were made, ni#adisg with respect to the per
covered by this report;

Based on my knowledge, the financial statementd, aher financial information included in this repdairly present in all materi
respects the financial condition, results of operatand cash flows of the registrant as of, amgtfe@ periods presented in this report;

The registrant's other certifying officer and | aesponsible for establishing and maintaining disete controls and procedures
defined in Exchange Act Rules 13a-15(e) and 15@))%afd internal control over financial reporting (afided in Exchange Act Rul
13a-15(f) and 15d-15(f)) for the registrant andénav

a.

Designed such disclosure controls and procedumesaaesed such disclosure controls and procedurds tdesigned under ¢
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtubsidiaries, is made known tc
by others within those entities, particularly dgrite period in which this report is being prepared

Designed such internal control over financial réipgr, or caused such internal control over finahgorting to be designed uni
our supervision, to provide reasonable assurangardang the reliability of financial reporting arttle preparation of financi
statements for external purposes in accordancegeitlerally accepted accounting principles;

Evaluated the effectiveness of the registrantslasire controls and procedures and presentedsimeport our conclusions about
effectiveness of the disclosure controls and proe=s] as of the end of the period covered by #y®nt based on such evaluat
and

Disclosed in this report any change in the regmtsainternal control over financial reporting thatcurred during the registraat’
most recent fiscal quarter (the registrarfurth quarter in the case of an annual repbd) has materially affected, or is reason
likely to materially affect, the registrant’s intel control over financial reporting; and

The registrant's other certifying officer and | bastisclosed, based on our most recent evaluatiomtefnal control over financi
reporting, to the registrant's auditors and theitacmmmittee of registrant's board of directors farsons performing the equival
functions):

a.

All significant deficiencies and material weaknesgethe design or operation of internal controgiofinancial reporting which a
reasonably likely to adversely affect the registsaability to record, process, summarize and rtefpwaincial information; and

Any fraud, whether or not material, that involveamagement or other employees who have a significdatin the registran
internal control over financial reporting.

Date: November 8, 2006 /s/ Chp&ter P. Johns

Christopher P. Johns
Senior Vice President, &Hiinancial Officer and Treasurer



Exhibit 31.2

CERTIFICATION OF PRINCIPAL EXECUTIVE OFFICER
PURSUANT TO SECURITIES AND EXCHANGE COMMISSION RULE3a-14(a)

I, Thomas B. King, certify that:

1. | have reviewed this Quarterly Report on Form 1&the quarter ended September 30, 2006 of Pasdis and Electric Company;

2. Based on my knowledge, this report does not corgtajnuntrue statement of a material fact or omitaie a material fact necessar
make the statements made, in light of the circuntgts.under which such statements were made, nieadisg with respect to the per
covered by this report;

3. Based on my knowledge, the financial statementd, ather financial information included in this repdairly present in all materi
respects the financial condition, results of operatand cash flows of the registrant as of, amdtife periods presented in this report;

The registrant's other certifying officer and | aesponsible for establishing and maintaining disete controls and procedures

defined in Exchange Act Rules 13a-15(e) and 15¢)) and internal control over financial repagtifas defined in Exchange Act R
13a-15(f) and 15d-15(f) ) for the registrant angéna

a.

Designed such disclosure controls and procedumesaased such disclosure controls and procedurds tdesigned under ¢
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtbsidiaries, is made known tc
by others within those entities, particularly dgritie period in which this report is being prepared

Designed such internal control over financial réipgr, or caused such internal control over finahgorting to be designed uni
our supervision, to provide reasonable assurangardang the reliability of financial reporting arttle preparation of financi
statements for external purposes in accordancegeitlerally accepted accounting principles;

Evaluated the effectiveness of the registrantslasire controls and procedures and presentedsimeport our conclusions about
effectiveness of the disclosure controls and proe=s] as of the end of the period covered by #y®nt based on such evaluat
and

Disclosed in this report any change in the regmtsainternal control over financial reporting thatcurred during the registraat’
most recent fiscal quarter (the registrarfurth quarter in the case of an annual repbd) has materially affected, or is reason
likely to materially affect, the registrant’s intel control over financial reporting; and

5. The registrant's other certifying officer and | baglisclosed, based on our most recent evaluatioimtefnal control over financi
reporting, to the registrant's auditors and theitacmmmittee of registrant's board of directors farsons performing the equival
functions):

a.

All significant deficiencies and material weaknesgethe design or operation of internal controéiofinancial reporting which a
reasonably likely to adversely affect the registsaability to record, process, summarize and itefpmaincial information; and

b. Any fraud, whether or not material, that involveamagement or other employees who have a significdatin the registran
internal control over financial reporting.
Date: November 8, 2006 /sl _Thomas |
King

Thomas B. King
Chief Executive Officer




CERTIFICATION OF PRINCIPAL FINANCIAL OFFICER
PURSUANT TO SECURITIES AND EXCHANGE COMMISSION RULE3a-14(a)

I, Christopher P. Johns, certify that:
1. | have reviewed this Quarterly Report on Form 1&the year ended September 30, 2006 of Pacificdda Electric Company;

2. Based on my knowledge, this report does not corgtajnuntrue statement of a material fact or omitaie a material fact necessar
make the statements made, in light of the circuntgts.under which such statements were made, nieadisg with respect to the per
covered by this report;

3. Based on my knowledge, the financial statementd, ather financial information included in this repdairly present in all materi
respects the financial condition, results of operatand cash flows of the registrant as of, amdtife periods presented in this report;

4. The registrant's other certifying officer and | aesponsible for establishing and maintaining disgte controls and procedures
defined in Exchange Act Rules 13a-15(e) and 15¢k)) and internal control over financial repagtifas defined in Exchange Act Rt
13a-15(f) and 15d-15(f)) for the registrant andénav

a. Designed such disclosure controls and procedumesaased such disclosure controls and procedurds tdesigned under ¢
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtubsidiaries, is made known tc
by others within those entities, particularly dgritie period in which this report is being prepared

b. Designed such internal control over financial réipgr, or caused such internal control over finah@aorting to be designed uni
our supervision, to provide reasonable assurangardeng the reliability of financial reporting artle preparation of financi
statements for external purposes in accordancegeitlerally accepted accounting principles;

c. Evaluated the effectiveness of the registrantslasire controls and procedures and presentedsimeport our conclusions about
effectiveness of the disclosure controls and proes] as of the end of the period covered by #y®nt based on such evaluat
and

d. Disclosed in this report any change in the regigtsainternal control over financial reporting thatcurred during the registrast’
most recent fiscal quarter (the registrarfourth quarter in the case of an annual repbd) has materially affected, or is reason
likely to materially affect, the registrant’s intel control over financial reporting; and

5. The registrant's other certifying officer and | baglisclosed, based on our most recent evaluatioimtefnal control over financi
reporting, to the registrant's auditors and theitacmmmittee of registrant's board of directors farsons performing the equival
functions):

a. All significant deficiencies and material weaknesgethe design or operation of internal controéofinancial reporting which a
reasonably likely to adversely affect the registsaability to record, process, summarize and rtefrwaincial information; and

b. Any fraud, whether or not material, that involveamagement or other employees who have a significdatin the registran

internal control over financial reporting.

Date: November 8, 2006 I/s/ _Christopher
Johns

Christopher P. Johns
Senior Vice President, Chief Financial Officer aitdasurer



Exhibit 32.1

CERTIFICATION OF PRINCIPAL EXECUTIVE OFFICER
PURSUANT TO 18 U.S.C. SECTION 1350

In connection with the accompanying Quarterly ReparForm 10-Q of PG&E Corporation for the quagreded September 30,
2006, |, Peter A. Darbee, Chairman, Chief ExecuiWicer and President of PG&E Corporation, herebstify pursuant to 18 U.S.C. Section
1350, as adopted pursuant to Section 906 of theaBas-Oxley Act of 2002, to the best of my knowkedgd belief, that:

(1) such Quarterly Report on Form 10-Q of PG&E Corporafor the quarter ended September
30, 2006, fully complies with the requirements eftion 13(a) or 15(d) of the Securities
Exchange Act of 1934; and

(2) the information contained in such Quarterly Reporf-orm 10-Q of PG&E Corporation for
the quarter ended September 30, 2006, fairly ptesenall material respects, the financial
condition and results of operations of PG&E Corgfiora

/sl Peter A. Darbee
PETER A. DARBEE
Chairman, Chief Executive Officer and President

November 8, 200




CERTIFICATION OF PRINCIPAL FINANCIAL OFFICER
PURSUANT TO 18 U.S.C. SECTION 1350

In connection with the accompanying Quarterly ReparForm 10-Q of PG&E Corporation for the quagreded September 30,
2006, I, Christopher P. Johns, Senior Vice Presjdeinief Financial Officer and Treasurer of PG&Er@aration, hereby certify pursuant to
18 U.S.C. Section 1350, as adopted pursuant tacBea®6 of the Sarbanes-Oxley Act of 2002, to thstlof my knowledge and belief, that:

(1) such Quarterly Report on Form 10-Q of PG&E Corporafor the quarter ended September
30, 2006, fully complies with the requirements eftion 13(a) or 15(d) of the Securities
Exchange Act of 1934; and

(2) the information contained in such Quarterly Reporf-orm 10-Q of PG&E Corporation for
the quarter ended September 30, 2006, fairly ptesenall material respects, the financial
condition and results of operations of PG&E Corgfiora

/sl Christopher P. Johns
CHRISTOPHER P. JOHNS
Senior Vice President,
Chief Financial Officer and Treasurer

November 8, 200



Exhibit 32.2

CERTIFICATION OF PRINCIPAL EXECUTIVE OFFICER
PURSUANT TO 18 U.S.C. SECTION 1350

In connection with the accompanying Quarterly ReéparForm 10-Q of Pacific Gas and Electric Compfmthe quarter ended
September 30, 2006, |, Thomas B. King, PresidedtGirief Executive Officer of Pacific Gas and Elec€ompany, hereby certify pursuant
to 18 U.S.C. Section 1350, as adopted pursuarg¢td® 906 of the Sarban&xley Act of 2002, to the best of my knowledge &edief, that

(1) such Quarterly Report on Form 10-Q of Pacific Gad Blectric Company for the quarter
ended September 30, 2006, fully complies with #rguirements of section 13(a) or 15(d) of
the Securities Exchange Act of 1934; and

2) the information contained in such Quarterly Reporf-orm 10-Q of Pacific Gas and Electric
Company for the quarter ended September 30, 2606, presents, in all material respects,
financial condition and results of operations ofifa Gas and Electric Company.

/sl Thomas B. King
THOMAS B. KING
Chief Executive Officer

November 8, 200




CERTIFICATION OF PRINCIPAL FINANCIAL OFFICER
PURSUANT TO 18 U.S.C. SECTION 1350

In connection with the accompanying Quarterly ReparForm 10-Q of Pacific Gas and Electric Compfmthe quarter ended
September 30, 2006, |, Christopher P. Johns, S#&fider President, Chief Financial Officer and Traaswf Pacific Gas and Electric
Company, hereby certify pursuant to 18 U.S.C. $acti350, as adopted pursuant to Section 906 dbdinkeanes-Oxley Act of 2002, to the
best of my knowledge and belief, that:

(1) such Quarterly Report on Form 10-Q of Pacific Gad Blectric Company for the quarter
ended September 30, 2006, fully complies with grguirements of section 13(a) or 15(d) of
the Securities Exchange Act of 1934; and

2) the information contained in such Quarterly Reporf-orm 10-Q of Pacific Gas and Electric
Company for the quarter ended September 30, 2606, presents, in all material respects,
the financial condition and results of operatiohPacific Gas and Electric Company.

/sl Christopher P. Johns
CHRISTOPHER P. JOHNS
Senior Vice President, Chief Financial Officer
and Treasurer

November 8, 200



