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Balanced Policy to Continue: Fitch Ratings believes that the California regulatory compact
will continue to support solid investment-grade credit quality for investor-owned utilities (10Us)
in the near-to-intermediate term, notwithstanding uncertainties that have emerged in recent
years. A balanced regulatory compact is a key factor supporting the mid-to-high investment-
grade credit ratings that Fitch has assigned to the California 10Us. Adverse changes in
California regulation could lead to future credit rating downgrades.

Growing Uncertainty: The Consumer Protection and Safety Division’s (CPSD, now the Safety
and Enforcement Division) recommendation in the penalty phase in the California Public
Utilities Commission’s (CPUC) orders instituting investigation (Olls) into Pacific Gas and
Electric’s (PG&E) role in the San Bruno pipeline tragedy has, in Fitch’s opinion, rekindled
investor uncertainty regarding regulation in California. Fitch notes that neither the
administrative law judges (ALJs) in the Olls nor the CPUC are bound by the CPSD’s
recommendation. ALJ rulings are scheduled later this month and a final CPUC decision is
expected in the first quarter of 2014.

Delays and Changes: Other factors contributing to modest, perceived deterioration of the
regulatory compact and enhanced sense of investor uncertainty, in Fitch’s view, include: the
political rancor, duration, headline risk and uncertainty associated with the San Bruno Olls;
significant delays in recent general rate cases (GRCs), lower authorized returns on equity; the
2011 change in gubernatorial administration; and the appointment of several new CPUC
commissioners in recent years.

CoC Decision: The final CPUC cost-of-capital (CoC) decision in December 2012 significantly
lowered authorized returns on equity (ROE) for California’s largest investor-owned utilities. On
average, the CPUC lowered authorized ROEs for PG&E, San Diego Gas & Electric Company
(SDG&E), Southern California Gas Company (SCG) and Southern California Edison Company
(SCE) by 88 basis points, narrowing the risk premium historically authorized by the CPUC.

Large Capex: Continuation of a balanced regulatory compact in California is central to the
I0Us’ credit ratings, in Fitch’s opinion, given their large projected capital budgets. Fitch
calculates based on public filings that combined capex for PG&E, SDG&E, SCG and SCE
ranges from $31 billion to $37 billion with a mean of $34 billion during 2013-2015.

Effective Cost Recovery Mechanisms: Regulatory mechanisms adopted by the CPUC
ameliorate cost recovery risk associated with the 10Us’ large infrastructure investment
programs, in Fitch’s opinion. Relevant tariff and recovery mechanisms include: revenue
decoupling; forward-looking test years and attrition rate increases in GRCs; pre-approval of
capex; single issue rate cases; and use of deferred accounting and balancing accounts to
recover costs such as fuel and purchase power outside of GRCs.

Earned Versus Authorized Returns: Authorized ROE is, in Fitch’s view, an important aspect
of a utility’'s regulatory compact. More important still is the ability of a utility to earn its
authorized ROE. With the exception of PG&E since 2010, utilities in California have
consistently earned at authorized levels, which are mostly above the industry average.

Reasonable GRC Outcomes: While significant delay in adjudicating GRCs in recent yearsis a
concern, final decisions in those proceedings have been, for the most part, well balanced in
Fitch’s view.
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Balanced Regulatory Environment

Appendix 2 of this report includes graphs summarizing earned versus authorized returns on
equity (ROE) for PG&E, SCE, SCG and SDG&E. As indicated in the graph, the large California
I0Us have been able to consistently earn at-or-above their authorized ROEs, with the recent,
notable exception of PG&E. The utilities’ ability to earn their authorized ROEs is due, in Fitch’s
opinion, to the forward-looking and balanced approach to ratemaking adopted and
implemented by the CPUC since the energy crisis of 2000-2001. PG&E’s earnings and
financials have been pressured by incremental San Bruno-related costs that are not being
recovered in rates of more than $1.8 billion through the third quarter 2013.

The CPUC has long used projected test years in GRC filings, which are usually filed every
three years. Attrition rate increases in the two years following the test year are also pemitted
to recover anticipated, rising operating costs due to inflationary pressures. Cost-of-capital
issues are bifurcated from GRC proceedings.

In addition, California is one of the few jurisdictions to implement revenue decoupling for both
electric and gas utilities. Purchase power and fuel costs are recovered outside of base rate
cases, through balancing accounts. Major capital projects are pre-approved either through the
GRC process or single-issue proceedings before the commission. Enactment of Assembly Bill
(A.B.) 327 earlier this year provides the commission with authority o set residential rates and
address net metering issues, including a monthly fixed charge.

These regulatory mechanisms collectively provide California-based 10OUs with a reasonable
opportunity to earn their authorized ROEs and are reflected in Fitch’s credit ratings. That is
unlikely to change, in Fitch’s opinion, notwithstanding concerns regarding San Bruno-related
investigations, significant delays in recently adjudicated GRCs and the CPUC’s final 2012 CoC
decision, which significantly lowered authorized ROEs.

AB. 327

In October 2013, Governor Jerry Brown signed into law A.B. 327. Fitch believes enactment of
A.B. 327 is a constructive development from a credit point of view. The legislation shifts
residential rate design authority from the legislature to the CPUC, removing legislatively
imposed restrictions on certain customer rates and setting milestones for the commission {o
address net metering issues and set appropriate incentives to meet California renewable
portfolio standards (RPS). It also provides the CPUC with the flexibility to exceed the current
33% RPS target, without changing the current RPS target level. The commission under the
legislation is required to develop a new net-energy-metering (NEM) program for
implementation on July 1, 2017, while grandfathering existing NEM customers.

AB. 327 authorizes the CPUC to implement fixed charges of up to $10 per month per
residential account to recover |IOU fixed residential costs. The ultimate implementation of a
fixed charge to recover grid costs and avoid cost shifting among residential customers is, in
Fitch’s opinion, a constructive development supporting current IOU credit quality.

Under AB1X, which was enacted in 2001, residential consumers were separated into tiers
based on usage to encourage conservation. Rates for low-usage customers in tiers one and
two were frozen through 2008 and, since 2009, subject to modest rate hikes linked to the
consumer price index. As a result, Tier 3 and Tier 4 residential customers have borne the brunt
of rising costs associated with |I0U’s large capex programs. Tier 3 and Tier 4 residential
customer class rates for PCG, SCE and SDG&E have risen significantly since 2001 and range
from $0.27 to $0.37 per kilowatt hour.
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The tiered rate structure in concert with NEM subsidies has made it economic for high-use
residential customers to leave the grid for savings that, based on a recent study conducted for
the commission, will ultimately be paid for by non-NEM residential customers. A.B. 327
provides authority to the CPUC within certain limitations to adjust rates to remedy cost shifting
between residential customer classes.

Fitch notes that the number of customers participating in NEM programs is very small currently,
but is growing rapidly. Based on EIA data for 2012, California accounts for 159,708 NEM
customers or 48% of the nationwide tally of 331,276 NEM customers. Competing distributed
technologies supported by federal and state incentives represent a nascent challenge for
California 10OUs and the broader utility industry in the context of the regulatory compact.
Nonetheless, similar feed-in-tariff mechanisms have been problematic in the past, both in the
U.S. and in parts of the Eurozone, perhaps most notably Spain. More serious, in Fitch’s view, is
the potential threat from meaningfully lower distributed generation costs due to continued
technological gains in the long term.

San Bruno Impact

Fitch expects PCG subsidiary PG&E will be hit with a large penalty and fine by the CPUC for
its role in the September 2010 San Bruno pipeline explosion that resulted in eight deaths,
injuries and property damage. The company has reserved $200 million in anticipation of a final
decision in the pending San Bruno Olls. In its June 2013 amended reply brief, the CPSD is
recommending penalties totalling $2.25 billion, including a minimum $300 million fine.

If the CPSD recommendation in the Oll is adopted in a final ALJ/CPUC decision, total San
Bruno-related fines, penalties, operating and other costs to PCG would exceed $4 billion, more
than double PG&E’s gas fransmission rate base. In this scenario, PG&E’s earnings power
would be limited by unrecovered pipeline safety enhancement investment and operating costs
at least through 2014.

PCG and PG&E’s Issuer Default Ratings (IDRs) were lowered by Fitch one notch in December
2011 to ‘BBB+ and affirmed Oct. 31, 2013. The IDRs discount the anticipated financial impact
of the San Bruno pipeline disaster. PG&E’s earnings and financials have been pressured by
incremental San Bruno-related costs that are not being recovered in rates of more than $1.8
billion through the third quarter 2013.

The CPSD’s Oll recommendation is not binding on the AlLJs or the CPUC. In a reasonable
worst-case decision, Fitch believes PCG and PG&E will ultimately resolve San Bruno-related
challenges within their current ‘BBB+’ rating categories. Fitch assumes continued PCG access
to equity capital in sufficient amounts to absorb unrecoverable costs and penalties and
maintain the utility’s statutory 52% equity ratio. Equity contributions from PCG to PG&E have
totalled more than $2.3 billion in 2010-2013.

Offsets to higher San Bruno-related operating costs incurred by PG&E include GRC-mandated
tariff increases, deferred tax benefits and significant common equity issuance at PCG and
infusions into PG&E. With a final decision in the Olls likely during the first quarter of 2014,
Fitch expects PCG and PG&E’s credit metrics to begin to recover during 2013-2015 in a
reasonable worst-case outcome. Fitch believes PG&E will be able to resolve San Bruno-
related issues within its current rating category. However, a more punitive outcome in the
pending San Bruno Olls could lead to further erosion of PCG and PG&E’s credit ratios and
future credit rating downgrades for both companies. Key San Bruno-related proceedings
before the CPUC are listed in the table below.
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Summary of Key San Bruno-Related Natural Gas Pipeline
Proceedings

Proceeding CPUC Final Decision Brief Description

Gas Pipeline satety OIR Issued 12/20/2012° Proceeding fo improve natural gas pipeline safety and establish
regulatory mechanisms for the recovery of related costs for PG&E,
SDGS&E. 8CG and Southwest Gas.

Recordkeeping Oli Final decision Focuses on PG&E's safety record keeping practices for its entire
in Oll a penalty/fine natural gas pipeline system.

Class Location Ol expectedto be Examines PG&E's practices with regard to operation of pipelines in
issued high population density areas.

Gas Pipeline Ol 1Q 2014. Broad investigation to determine if PG&E violated applicable taw,

rules, orders, requirements and industry safety standards in
connection with the San Bruno accident.

®PG&E Pipeline Safety Enhancement Plan (PSEP) decision only.
Source: Company filings, Fitch Ratings.

Reasonable GRC Outcomes

GRCs in California have been subject to lengthy delay, with the CPUC taking, for example,
approximately twenty-nine months to reach a final decision in SCG’s 2012 GRC. The
uncertainty caused by the delays in the most recent SCE, SDG&E and SCG GRCs, however,
is mitigated by the fact that the rate increases authorized by the CPUC were retroactive to the
beginning of the test year.

Appendix 1 summarizes the most recent general rate cases for PG&E, SCE, SDG&E and SCG
as well as summary data regarding PG&E and SCE’s pending 2014 GRC and 2015 GRC,
respectively. Final CPUC rate increases approved in the companies’ 2011 and 2012 GRCs
approximated 54% of the aggregate requested amount and, importantly, SCE, SCG and
SDG&E have been able to earn their authorized returns.

In Fitch’s view, the delays have been a function of the heavy workload shouldered by the
commission, not problems inherent in the filings. In addition to the San Bruno-related
rulemakings and investigations, SCE and Sempra Energy subsidiaries, SDG&E and SCG, filed
their 2012 GRCs around the same time in the same year and the |0Us’ CoC proceeding was
adjudicated as well, with a final ruling issued in December 2012. Fitch expects the CPUC
review process in GRCs will shorten considerably once the San Bruno proceedings are behind.

PG&E filed its 2014 GRC with the CPUC in November 2012 and Fitch expects the CPUC will
issue a final decision around the middle of next year. In Fitch’s view, a final decision issued
consistent with this timeline would be a marked improvement to recent experience. In its 2014
GRC filing, PG&E initially supported a $1.28 billion increase in test-year revenues and attrition
year rate increases of $492 million and $504 million in 2015 and 2016, respectively. PG&E
subsequently updated its revenue request to reflect the lower returns on equity adopted by the
CPUC in its December 2012 cost of capital (CoC) decision. As a result, the utility currently
supports revenue requirement increases of $1.16 billion, $436 million and $486 million,
respectively, in 2014, 2015 and 2016.

SCE filed its 2015 GRC with the CPUC in November 2013, requesting a $206 million test year
revenue increase and attrition rate increases of $318 million and $317 million in 2016 and
2017, respectively.

CoC Proceeding

With current interest rates and market return expectations materially lower than those
prevailing at the time of the previous cost of capital (CoC) proceeding, it is unsurprising that the
CPUC lowered authorized ROEs for the California 10Us in its December 2012 final decision.
Nonetheless, the magnitude of the reduction was significant and is a modest negative credit
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development, in Fitch’s view. While higher than industry average when the final decision was
issued in December 2012, the final CPUC decision meaningfully narrows the premium
historically accorded the California utilities. The CPUC lowered authorized ROEs for PG&E,
SCE, SDG&E and SCG, on average, 88 basis points to 10.31% from 11.19%. The actual
change in ROE and capitalization is delineated in the table below for the four largest California
utility operating companies.

The CPUC also approved an unopposed stipulation in March 2013 allowing PG&E, SCE,
SDG&E and SCG to continue to operate under automatic CoC adjustment mechanisms. Under
the mechanism, authorized returns would be reviewed annually and changed only if a specified
index of utility bond yields had increased or decreased more than one percent from the base
year. In Fitch’s opinion, the bifurcation of CoC proceedings from GRCs and the automatic
adjustment mechanism are constructive regulatory constructs from a credit point of view.

Cost of Capital Overview

ROE Equity Capital
% Authorized Request  Previous Authorized Request Previous
Pacific Gas & Electric 1040 11.00 11.35 52 52 52
Southern California Edison 1045 11.10 11.50 48 48 48
San Diego Gas & Electric 1030 11.00 11.10 52 52 49
Southern California Gas 10.10 10.90 10.82 52 52 48

Source: Company filings; Fitch Ratings; Regulatory Research, an SNL company.

SONGS

Fitch believes that SCE and SDG&E’s investment in the San Onofre Nuclear Generating
Station (SONGS) will most likely prove to be recoverable in rates and that regulatory rulings
regarding the plant’'s permanent retirement and related cost recovery will not trigger future
adverse rating actions. Recoveries from SCE and SDG&E ratepayers are expected by Fitch to
be net of third-party recoveries. However, large, unexpected SONGS disallowances by the
CPUC could weaken SCE and SDG&E’s credit metrics and pressure future creditworthiness.

Regulatory proceedings regarding recovery of SCE’s net investment and costs related to the
permanent retirement of SONGS are a source of some uncertainty for the utility. In October
2012, the CPUC issued an Oll for the SONGS outages. The Oll consolidates all SONGS
proceedings and will determine appropriate recovery for all SONGS-related costs, including
steam generator project, market power, capital expenditures, operations and maintenance and
seismic studies. SONGS costs incurred from January 1, 2012 will be tracked in a SONGS Oll
memorandum account (SONGSMA) and are subject to refund.

In June 2013, SCE announced plans to permanently retire SONGS Units 2 and Unit 3. At the
time of the announcement by SCE management, SONGS had been out of service since
January 2012, when a heat transfer tube leak was discovered in the plant’'s steam generators.
Fitch believes precedent in California supports full recovery of SONGS in rates. SCE in its
August 2012 testimony filed in Phase 2 of the four-phase SONGS Oll supports recovery of and
on its investment in SONGS. Proceedings in the Oll are likely to continue into next year with
final decisions in all four phases of the proceeding expected by year-end 2014.

SONGS is operated by SCE, which owns a 78.21% interest in the plant. Sempra Energy
subsidiary SDG&E owns a 20% interest in the nuclear generating station and the remaining
1.79% is owned by the City of Riverside. SCE replaced the steam generators in Units 2 and 3
in 2010 and 2011 and the CPUC approved of up to $665 million of costs, subject to prudency
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R atings

review, related to the steam-generator replacement project (based on SCE’s 78% ownership
share of the plant). SCE incurred costs totaling approximately $602 million related to the
steam-generator replacement project, not including inspection, testing and repair costs related
to the steam generator tube leak.

SCE is seeking recovery of certain SONGS-related costs incurred due to the failure of the
steam generators through binding arbitration with Mitsubishi Heavy Industries (MH!), the
manufacturer of the replacement steam generators. SCE submitted its request for arbitration
with the Chamber of Commerce supporting up to $4 billion of claims against MHI for damages
that the SONGS owners have incurred. The claim includes costs related to the new steam
generators, replacement power, lost revenue, inspection, repair and other related costs.

In addition, SONGS carries accidental property damage and accidental outage insurance
issued by Nuclear Electric Insurance Limited (NEIL) and SCE has placed NEIL on notice of
claims under both policies. NEIL policies are subject to exclusions and limitations that may
reduce or eliminate coverage. SCE has disclosed that it expects NEIL to make a coverage
determination by the end of the first quarter of 2014.

Commission Overview

The CPUC is composed of five, full-time commissioners that are appointed to staggered six-
year terms by the governor. Governor Brown was elected in 2010 and is serving a four-year
term through January 2015. Current commissioners are listed in the table below. All CPUC
commissioners currently serving, with the exception of Michael Peevey, were appointed by
Governor Brown. Individual commission terms are set to expire between January 2015 and
January 2019, with Peevey and Ferron’s terms ending in January 2015. Sandoval and Florio’s
terms run through January 2017 and Governor Brown’s latest appointment, Carla Peterman,
will serve through January 2019.

CPUC Qverview

Name Title Appointed Term Ends
MichaelR. RPeevey President March 2002 January 2015
Michael P. Florio Commissioner January 2011 January 2017
Catherine J.K. Sandoval Commissioner January 2011 January 2017
Mark J. Ferron Commissioner March 2011 January 2015
Carla J. Peterman Commissioner December 2012 January 2019

Source: CPUC, Fitch Ratings.
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Appendix 1

Past General Rate Cases

Request Authorized Percent of
($ Mil.) ($ Mil.) Request

Pacific Gas and Electric 2011 GRC
Electric and Gas Combined
2011 Test Year 1,065 450 42
2012 Attrition Year Rate Increase 276 180 65
2013 Attrition Year Rate Increase 344 188 54
Total 2011-2013 1,685 815 48
Southern California Edison 2012 GRC
Electric
2012 Test Year 809 272 34
2013 Attrition Year Rate Increase 445 358 80
2014 Attrition Year Rate Increase 574 356 62
Total 2012-2014 1,828 986 54
Southern California Gas Co. 2012 GRC
Gas
2012 Test Year 239 85 36
2013 Attrition Year Rate Increase 98 87 89
2014 Attrition Year Rate Increase 98 90 92
2015 Attrition Year Rate Increase 98 90 92
Total 2012-2015 533 352 66
San Diego Gas & Electric 2012 GRC
Electric and Gas Combined
2012 Test Year 239 123 51
2013 Attrition Year Rate Increase 48 43 90
2014 Attrition Year Rate Increase 48 44 92
2015 Attrition Year Rate Increase 48 44 92
Total 2012-2015 383 254 66

Source: Company reports; Fitch Ratings; Regulatory Research Associates, an SNL company.

Pending General Rate Cases For Southern California Edison and
Pacific Gas and Electric

Request Request
($ Mil.) {$ Mil.)

Pacific Gas and Electric 2014 GRC Southern California Edison 2015 GRC
Electric Electric — Notice of Intent
2014 Test Year 796 2015 Test Year 206
2015 Attrition Year Rate Increase 305 2016 Attrition Year Rate Increase 318
2016 Attrition Year Rate Increase 344 2017 Aitrition Year Rate Increase 317
Gas
2014 Test Year 486
2015 Attrition Year Rate Increase 187
2018 Attrition Year Rate increase 160
Electric and Gas Combined
2014 Test Year 1282
2015 Attrition Year Rate Increase 492°
20186 Attrition Year Rate Increase 504 °
Key Filing Milestones and Dates
Event Date Event Date
NOI July 2012 NOI July 2043
Rate Case Filed With CPUC Nov. 2012 Rate Case Filed With CPUC Nov. 2013
ALJ Proposed Decision Expected 1Q14 ALJ Proposed Decision Expected 1BD
CPUC Final Decision Expected 1H14 CPUC Final Decision Expected TBD

*Subsequently adjusted to support revenue requirement increases of $1.16 billion, $436 million and $486 million,
respectively, in 2014, 2015 and 2016. TBD - To be determined.
Source: Company reports; Fitch Ratings; Regulatory Research Associates, an SNL company.
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Appendix 2

PG&E Corp.: BBB+
(Years Ended Dec. 31)
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