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Charles Stockhausen

Public Utilities Commission of Ohio
Certification & Docketing

180 East Broad Street

Columbus, Ohio 43215-3793

RE: Motion for Extension and Application for Renewal of Power Marketer Certificate in
Case No. 00-2457-EL-CRS

Dear Mr. Stockhausen:

Please find enclosed the Motion for Extension and Renewal Application for Retail
Generation Providers and Power Marketers for Sempra Energy Solutions LLC (“SES”)
Case No. 00-2457-EL-CRS. Due to administrative oversight and employee turnover, this
renewal was not submitted in time to meet the requested due date. We apologize for any
inconvenience this may have caused.

If you have any questions, please contact me at (619) 696-4996 or via email at
SVongdeuane@SempraSolutions.com.

Sincerely,

Symone Vongdeuane
Portfolio/Regulatory Coordinator

Enclosures

Thia is to certify that the ;Lma!.g'es ap;pear:ﬁ«::{ af?a__ :n
socurate and complens reproduonion cir. 5 Caneé i ;ﬂs
document delivered in the rugular course {;}7 é.t?ag > .
Pechnician e Processed PAN

Sempra Energy Solutions is not the same company as the utllity, SDG&E or ScCalGas, and the California Public
Utilities Commission does not regulate the terms of Sempra Energy Solutions’ products and services.


mailto:SVongdeuane@SempraSolutions.com

The Public Ulilities Commission of Ohio

RENEWAL APPLICATION FOR RETAIL GENERATION PROVIDERS
AND POWER MARKETERS

Please print or type all required information. Identify all attachments with an exhibit label and
title (Example: Exhibit A-11 Corporate Structure). All attachments should bear the legal name
of the Applicant. Applicants should file completed applications and all related correspondence
with the Public Utilities Commission of Ohio, Docketing Division; 180 East Broad Street,
Columbus, Chio 43215-3793.

This PDF form is designed so that you may input information directly onto the form.
You may also download the form, by saving it to your local disk, for later use.

A.  RENEWAL INFORMATION

A-1  Applicant intends to be renewed as: (check all that apply)

[Retail Generation Provider dPower Broker
[FIPower Marketer OJ Aggregator

A-2  Applicant’s legal name, address, telephone number, PUCO certificate number, and
web site address

Legal Name Sempra Energy Solutions LLC

Address 101 Ash Street, HQ09, San Diego, CA 92101-3017

PUCQ Certificate # and Date Certified 01-052 en 1/19/2001; 01-052(2) on 1/24/200.
Telephone #(619) 696-3100 Web site address (if any) www.semprasolutions.com

A-3  List name, address, telephone number and we b site address under which Applicant
does business in Ohio

Lepgal Name_Sempra Energy Solutions LI.C
Address 101 Ash Street, HQ09, San Diego, CA 92101-3017
Telephone #(619) 696-3100 _ Web site address (if any) www.semprasolutions.com



http://www.semprasolutions.com
http://www.semprasolutions.com

A4

A-S

A7

A9

A-10

A-11

List all names under which the applicant does business in North America
Sempra Enery Solutions LL.C Sempra Energy Solufions

Contact person for regulatory or emergency matters

Name Symone Vongdeuane

Title Portfolio/Regulatory Coordinator

Business address 101 Ash Street, HQ09, San Diego, CA 92101
Telephone # (619) 696-4996 Fax # (619) 696-3102
E-mai! address (if any)_SVongdeuane @semprasolutions.c

Contact person for Commission Staff use in investigating customer complaints

Name Drake Welch

Title Director - Customer Care

Business address_101 Ash Street, HQO08

Teiephone # (619) 696-3149 Fax # (619) 696-3104
E-mail address (if any) DWelch@semprasolutions.com

Applicant's address and toll-free number for customer service and complaints

Customer Service address 101 Ash Street HQ08, Attn: Customer Service, San Dieg
Toll-free Telephone # (877) 273-6772 Fax # (619) 696-3104
E-mail address (if any) CustomerService @SempraSolutio

Applicant's federal employer identification number # 95-4686779

Applicant’s form of ownership (check one)

[Jscle Proprietorship OPartnership
[JLimited Liability Partnership (LLP) E]Limited Liability Company (LLC)
Ocorparation LI Other

PROVIDE THE FOLLOWING AS SEPARATE ATTACHMENTS AND LABEL AS INDICATED:

Exhibit A10 "Principal Officers, Directors & Partners" provide the names, titles,
addresses and telephone numbers of the applicant’s principal officers, directors, partners,

or other similar officials,

Exhibit A-11 "Corporate Structure," provide a description of the applicant’s corporate
structure, including a graphical depiction of such structure, and a list of all affiliate and
subsidiary companies that supply retail or wholesale electricity or natural gas to

customers in North America.


mailto:DWelch@semprasolutions.com

B-1

B-2

B4

MANAGERIAL CAPABILITY AND EXPERIENCE

PROVIDE THE FOLLOWING AS SEPARATE ATTACHMENTS AND LABEL AS INDICATED:

Exhibit B-1 “Jurisdictions of Operation,” provide a kst of all jurisdictions in which
the applicant or any affiliated interest of the applicant is, at the date of filing the
application, certified, licensed, registered, or otherwise authorized to provide retail or
wholesale electric services.

Exhibit B-2 "Experience & Plans," provide a description of the applicant’s experience
and plan for contracting with customers, providing contracted services, providing billing
statements, and responding to customer inquiries and complaints in accordance with
Cormmnission rules adopted pursuant to Section 4928.10 of the Revised Code,

Exhibit B-3 "Disclosure of Liabilities and Investigations," provide a description of all
existing, pending or past rulings, judgments, contingent liabilities, revocation of
authority, regulatory investigations, or any other matter that could adversely impact the
applicant’s financial or operational status or ability to provide the services it is seeking to
be certified to provide.

Disclose whether the applicant, a predecessor of the applicant, or any principal officer of
the applicant have ever been convicted or held liable for fraud or for violation of any

consumer protection or antitrust laws within the past five years.
No L Yes

If yes, provide a separate attachment labeled as Exhibit B-4 "Disclosure of Consumer
Protection Violations” detailing such violation(s) and providing all relevant documents.

Disclose whether the applicant or a predecessor of the applicant has had any certification,
license, or application to provide retail or wholesale electric service denied, curtailed,
suspended, revoked, or cancelled within the past two years,

No [0 Yes

If yes, provide a separate attachment labeled as Exhibit B-5 "Disclosure of

Certification Denial, Curtailment, Suspension, or Revocation” detailing such

action(s) and providing all relevant documents.

FINANCIAL CAPABILITY AND EXPERIENCE

PROVIDE THE FOLLOWING AS SEPARATE ATTACHMENTS AND LABEL AS INDICATED:

Exhibit C-1 “Annual Reports,” provide the two most recent Annual Reports to
Sharcholders. [If applicant does not have annual reports, the applicant should provide
similar information in Exhibit C-1 or indicate that Exhibit C-1 is not applicable and why.




C-2

C-3

C-7

C-8

Exhibit G2 “SEC Filings,” provide the most recent 10-K/8-K Filings with the SEC. If
applicant does not have such filings, it may submit those of its parent company, If the
applicant does not have such filings, then the applicant may indicate in Exhibit C-2 that
the applicant is not required to file with the SEC and why.

Exhibit C-3 “Financial Statements,” provide copies of the applicant’s two most recent
years of audited financial statements (balance sheet, income statement, and cash flow
statement), If audited financial statements are not available, provide officer certified
financial statements. If the applicant has not been in business long enough io satisfy this
requirement, it shall file audited or officer certified financial statements covering the life
of the business.

Exhibit C-4 “Financial Arrangements,” provide copies of the applicant's financial
arrangements to conduct CRES as a business activity (c.g., guarantees, bank
commitments, contractual arrangements, credit agreements, etc.,).

Exhibit C-5 “Forecasted Financial Statements,” provide two years of forecasted
financial statements (balance sheet, income statement, and cash flow statement) for the
applicant’s CRES operation, along with a list of assumptions, and the name, address, e-
mail address, and telephone number of the preparer.

Exhibit C-6 “Credit Rating,” provide a statement disclosing the applicant’s credit rating
as reported by two of the following organizations: Duff & Phelps, Dun and Bradstreet
Information Services, Fitch IBCA, Moody’s Investors Service, Standard & Poors, or a
similar organization. In instances where an applicant does not have ils own credit ratings,
it may substitute the credit ratings of a parent or affiliate organization, povided the
applicant submits a statement signed by a principal officer of the applicant’s parent or

- affiliate organization that guarantees the obligations of the applicant.

Exhibit C-7 “Credit Report,” provide a copy of the applicant’s credit report from
Experion, Dun and Bradstreet or a similar organization.

Exhibit C-8 “Bankruptcy Information,” provide a list and description of any
reorganizations, protection from creditors or any other form of bankruptcy filings made
by the applicant, a parent or affiliate organization that guarantees the obligations of the
applicant or any officer of the applicant in the current year or within the two most recent
years preceding the application.

Exhibit G9 “Merger Information,” provide a statement describing any dissolution or
merger or acquusition of the applicant within the five most recent years preceding the

application.



D. TECHNICAL CAPABILITY

PROVIDE THE FOLLOWING AS SEPARATE ATTACHMENTS AND LABEL AS INDICATED:

D-1  Exhibit D-1 “Operations” provide a written description of the operational nature of the
applicant’s business. Please include whether the applicant’s operations include the
generation of power for retail sales, the scheduling of retail power for transmission and
delivery, the provision of retail ancillary services as well as other services used to arrange
for the purchase and delivery of electricity to retail customers.

D-2  Exhibit D2 “Operations Expertise,” given the operational nature of the applicant’s
business, provide evidence of the applicant’s experience and technical expertise in

performing such operations.

D-3  Exhibit D-3 “Key Technical Personnel,” provide the names, titles, e-mail addresses,
telephone numbers, and the background of key personnel involved in the operational
aspects of the applicant’s business.

D-4  Exhibit D-4 “FERC Power Marketer License Number,” provide a statement
disclosing the applicant’s FERC Power Marketer License number. (Power Marketers

only)

MM , Vice President - Commodity Supply & Operations
Signature of Applicant and Title

Sworn and subscribed before me this ___ 4t day of June ,__ 2007
Month Year
V)%, ) T Somphone Veongdeuaneg, Notary Public

Signatfire of offictal administering oath Print Name and Title

, : Sy, SOMPHONE VONGDEUANE

‘o . , 2 Commission Mo. 1731809
My commission expires on March 16, 201} g i HOTARY PUBLIC . CALIFORNA
4 SAN [HEGO COUNTY
§ My Comm. Explres March 16, 2011

Srevwvs HEND e




AFFIDAVIT

State of California

San Diego ss.
{Town)

County of San Diego :

William B. Goddard, Affiant, being duly sworn/affirmed according to law, deposes and says that:

He/She is the Vice President - Commodity Supply & Ops (Office of Affiant} of Sempra Energy Sclutions LLC

(Namg of Applicant); That he/she is authorized to and does malke this affidavit for said Applicant,

The Applicant herein, attests under penalty of false statement that all statements made in the
application for certification renewal are true and complete and that it will amend its application while
the application is pending if any substantial changes occur regarding the information provided in the
application.

The Applicant hetein, attests it will timely file an annual report with the Public Utjlities Commission
of Ohio of its intrastate gross receipts, gross earnings, and sales of kilowatt-hours of electricity
pursuant to Division {A) of Section 4905.10, Division (A) of Section 4911.18, and Division (F) of
Section 4928.06 of the Revised Code.

The Applicant herein, attests that it will timely pay any assessments made pursuant to Sections
4905.10, 4911.18, or Division F of Section 4928.06 of the Revised Code.

The Applicant herein, atiests that it witl comply with all Public Utilities Commission of Ohio rules or
orders as adopted pursuant to Chapter 4928 of the Revised Code.

The Applicant herein, attests that it will cooperate fully with the Public Utilities Commission of Ohio,
and its Stafl on any utility matter including the investigation of any consumer complaint regarding any
service offered or provided by the Applicant.

The Applicant herein, attests that it will comply with all state and/or federal rules and regulations
concerning consumer protection, the environment, and adveriising/promotions,

The Applicant herein, attests that it will fully comply with Section 4928.09 of the Revised Code
regarding consent to the jurisdiction of Ohio Courts and the service of process.

The Applicant herein, attests that it will use its best efforts to verify that any entity with whom it has a
contractual relationship to purchase power is in compliance with all applicable licensing requirements
of the Federal Energy Regulatory Comimnission and the Public Utilities Commission of Ohio.

The Applicant herein, attests that it will cooperate fully with the Public Utilities Commission of Ohio,
the clectric distribution companies, the regional transmisgion entities, and other ¢lectric suppliers in the
event of an emergency condition that may jeopardize the safety and reliability of the electric service in
accordance with the emergency plans and other procedures ag may be determined appropriate by the
Commission.

. If applicable to the service(s} the Applicant will provide, the Applicant herein, attests that it will adhere

to the reliability standards of (1) the North American Electric Reliability Council (NERC), (2) the
appropriate regional reliability council(s), and (3) the Public Utilities Commission of Ohio. (Only
applicable if pertains to the services the Applicant is offering)



11. The Applicant herein, attests that it will inform the Commission of any material change to the
information supplied in the renewal application within 30 days of such material change, including any
change in contact person for regulatory purposes or contact person for Staff use in investigating
customer complaints.

That the facts above set forth are true and correct fo the best of his/her knowledge, information, and belief and that
he/she exppets said Applicant to be able to prove the same at any hearing hereof.

Wﬁ , Vice President - Commodity Supply & Operations

Signature of Affiant & Title

Sworn and subscribed before me this 4th day of June , 2007
Month Year

] ,ﬂrq,éh Semphone Vongdeuane, Notary Public
Signatdre/QF official administering oath Print Name and Title

7R, SOMPHONE VONGDEUANE §
5 Commission No. 1731808
NOTARY PUBLIC - CALIFORNIA §
SAN DIEGO COUNTY
My Comm. Expires March 18, 2011 g

RAAALIAAN

My commission expires on March 16, 2011




Sempra Energy Solutions LLC Case No, 00-247-EL-CRS

EXHIBIT A-10
“Principle Officers, Directors & Partners”

Name

Title

Address

Christine Cantor

Chief Executlve Officer

58 Commerce Road

Stamford, CT 06802

{203) 355-5115
CCantor@SempraTrading.com

James M. Wood

President

101 Ash Street, HQO09

San Diego, CA 92101-3017
(619) 696-4916

JWood @SempraSolutions.com

William B. Goddard

Vice President - Commodity
Supply & Operations

101 Ash Street, HQ09

San Diego, CA 92101-3017

(619) 696-4933
BGoddard @ SempraSclutions.com

Gayle McCutchan

Vice President — Commodity
Sales

101 Ash Street, HQ09

San Diego, CA 92101-3017

{613} 696-3155

GMcCutchan1 @ SempraSolutions.com

Charles A. McMonagle

Senior Vice President
and

Chief Financial Officer &
Treasurer

101 Ash Street, HQ18

San Diego, CA 92101-3017
{619) 696-4512
CMcMonagle@Sempra.com

Terry F. Palmer

Vice President — Transactional
Tax

101 Ash Street, HQO7

San Dlego, CA 92101-3017
(619) 696-2225
TPalmer@Sempra.com

Catherine C. Lee

Secretary

101 Ash Street, HQO18

8an Diego, CA 82101-3017
{619) 696-4644
CCLee@Sempra.com

Randall L. Clark

Assistant Secretary

101 Ash Street, HQ12

San Dlego, CA 92101-3017
(619) 696-5084
RClark@Sempra.com

Mara E. Kent

Assistant Secretary

58 Commerce Road
Stamford, CT 06902

(203) 355-5402
MKeni@SempraTrading.com

As of May 2007



mailto:CCantor@SempraTradlng.com
http://SempraSolutions.com
mailto:CMcM0nagle@Semj3ra.com
http://Sempra.com
http://Sempra.com
mailto:RClark@Sempra.com
mailto:MKent@SempraTradlng.com

Sempra Energy Solutions LLC Case No. 00-247-EL-CRS

EXHIBIT A-11
“Corporate Structure”

Sempra Energy Solutions LLC’s affiliate companies that supply retail or
wholesale electricity or natural gas to customers in North America include:

Sempra Energy Trading

Sempra Generation

San Diego Gas & Electric Company
Southern Califarnia Gas Company
Bangor Gas Company

Frontier Utilities of North America

For a graphical depiction of Sempra Energy Solutions LLC’s corporate structure,
please see the grganizational chart on the following page.
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Sempra Energy Solutions LLC

EXHIBIT B-1
“Jurisdictions of Operation”

Sempra Enerqy Solutlons LLC
Arizona

California
Connecticut
Delaware

District of Columbia
llinois

Maine

Maryland
Massachusetts
Michigan

New Jersey

New York
Chio

Oregon
Pennsylvania
Texas

Sempra Enerqy Trading Corp. (affiliate company)
Connecticut

lliinois
Maine
Ontario, Canada

Sempra Energy Resources Corporation (affiliate company)
California

San Diego Gas & Electric Co. (affiliate company)
California

Case No. 00-247-EL-CRS



Sempra Energy Solutions LLC Case No. §0-247-EL-CRS

EXHIBIT B-2
“Experience & Plans”

Sempra Energy Solutions LLC (SES) procedures:

Sempra Energy Solutions LLC will execute a coniract with the customer, which
will include wet signature.

Sempra Energy Solutions LLC will obtain, from the customer, ¢opies of their
utility bills, which will be used 1o enroll the customer with the specific utility.
Sempra Energy Solutions LLC will enroll the customer using the communication
process established by the respactive utility.

When the enroliment is accepted by the utility and a switch date is confirmed,
Sempra Energy Solutions LLC will notify the customer and begin billing based on
that switch date. If the effective date of the switch does not coincide with the
meter reading dates, the customer’s payment will be prorated between providers
based on usage over the time period.

Prior to contract expiration, Sempra Energy Solutions LLC will notify the
customer.

If the contract is not renewed, the customer will be notified that Sempra Energy
Solutions LLC will drop them.

Sempra Energy Solutions LLC will drop the customer using the communication
process established by the respective utility.

When the drop is accepted by the utility and a switch date is confirmed, Sempra
Energy Solutions LLC will notify the customer and will render final bill to the drop
switch date. [f the effective date of the drop switch does not coincide with the
meter reading dates, the customer’'s payment will be prorated between providers
based on usage over the time period.

In the area of handling and resolving customer complaints, Sempra Energy Solutions
LLC currently:

L4

Offers a toll-free, customer service telephone number to all customers that have
an exscuted contract.

Mans the toll-free, customer setrvice telephone Monday through Friday 8:00 am

to 5:00 pm PPT.

Has the toll-free, customer service telephone number printed on the customer’s

monthly bill.

In addition, all customers have an assigned customer-service account representative
assigned to and responsible for that customer’s account.



Sempra Energy Solutions LLC Case No. 00-247-EL-CRS

EXHIBIT B-3
“Disclosure of Liabilities and Investigations™

Sempra Energy Solutions LLC does not have any existing, pending or past
rulings ar judgments, contingent liabilities, revocation of authority, regulatory
investigations, or any other matter that could adversely impact its financial or
operations status or ability to provide the services it is seeking to be certified to
provide.



Sempra Energy Solutions LLC Case No. 00-247-EL-CRS

EXHIBIT C-1
“Annual Reports”

'Find attached Year 2005 and Year 2006 Annual Reports for Sempra Energy.



Sempra Energy”

BRINGING NEW ENERGY

2005

ANNUAL REPORT




Corporate Profile

Based in San Dieqa, Calif.,, Sempra Energy is an energy services company with 2005
revenyes ol SH.7 billion. With 14,000 employecs worldwide, Sempra Energy compantes
develop energy infrastructure, operate utilities, and provide related products and
services to more than 29 million consumers in the United States, Europe, Canada,
Mexico, South America and Asia. The corporation’s focus is to enhance shareholder
vatue and meet customer needs by sustaining the financiat strength, operationat flex-
ibility and skilled workforce needed to succeed in rapidly changing market conditions.
Sempra Energy common shares trade on the New York Stock Exchange (NYSE)} under
the symbal "SRE.” Additional information is available on the Web al Sempra.com.

NEW ENERGY

FINANCIAL HIGHLIGHTS

Percent
(S in miflions except per-share amounts) change

Consolidated Financial Data

Operating Revenues $re7yy 4%
Net bneome % Y20 " 3
Net Incoe Per Shane ol Connmon Stock:

Rasic b S S X S 5%

Piluted 5 465 0K 5%
Weighted Average Number ol

Conpmon Shares Outstanding

(ditutedd, in mitlions) 2521 K%,
Total Assets : S 2g21y $ 23
Conmnon Dividends Declared Per Share $ 6 % 16
Debt 1o Teal Caphralization 49"%)
Book Value Per Share $ 2395 % (5%
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LETTER FROM STEPHEN L. BAUM

In 2005, I completed my five-year-plus tenure as chairman and chief executive officer of Sempra Energy.
Sempra Energy has grown dramatically during this period and has become a major energy company with
worldwide operations.

When Sempra Energy was formed in 1998, some skeptics predicted that we would never be able to expand
beyond our core utility business. In fact, we have built one of the very few successful integrated energy companies
with strong competitive energy businesses that exceed the earnings of our California utilities.

I'm proud that we have achieved annual earnings growth, on average, of more than 17 percent since 1998,
At year-end, our five-year total return for investors was 130 percent, compared with minus-11 percent for the
Standard & Poor’s 5oo Utilities Index, 3 percent for the Standard & Poor’s 500 Index and 10 percent for the
Dow Jones Industrial Average. Meanwhile, Sempra Energy's share price almost doubled during the same period
to $44.84 from $23.25.

At the same time, we have developed a culture of risk management that pervades all our businesses.

We've also resolved the most significant claims against our companies arising out of the California energy crisis
of 2000-01. In January 2006, we agreed to settle several class-action lawsuits seeking billions of dollars in damages.
While we did nothing wrong, the company believed that a settlement was in its and your best interest. The stock
market has agreed.

Finally, we've charted a growth path for the future with our liquefied natural gas and pipeline initiatives and the
return by our California utilities to their role as full-service providers. And we've put a strong management team
in place—led by Don Felsinger—to guide us,

It has been my honor and pleasure to serve this company and you, our shareholders, for the past 20 years.
Thank you for all your support during my time at the company.

Sincerely, |

Ao

Stephen L. Baum
Chairman and Chief Executive Officer 2000-2005

page 1



LETTER FROM DONALD E. FELSINGER

It was a pleasure working with Steve Baum over the
past two decades, and I am honored to follow Steve as
chairman and CEO. I take great pride in the faet that
we have developed and executed a successful strategy
to grow Sempra Energy into a global enterprise. [ am
equally proud of the superior financial value we have
been able to gencrate for you, our shareholders, since
we created Sempra Energy in 1998,

The first phase of Sempra Energy’s evolution—to
develop robust businesses outside of our two California
utilities—is complete. Our Sempra Global businesses
collectively contributed more than 7o percent of
Sempra Energy’s earnings in 2005,

This growth has been led by Sempra Commodities,
which now is the third-largest physical marketer of
natural gas in North America and a major international
broker of other commodities, including electricity,
natural gas, oil-related products and metals. In 2005,
Sempra Commodities achieved a record year, earning
$460 million in net income.

Our next evolutionary phase is to execute our ambitious
capital prograrn——completing the build-out of our lique-
fied natural gas (LNG) receipt terminals, natural gas
pipeline and storage facilities, and electric transmission
and generation facilities.
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Donald E. Felsinger
Chairman and
Chief Executive Officer

We remain convinced that North America is facing

a severe, [ong-term shortage of natural gas—a conclu-
sion now shared by most industry and government
forecasters. This is because the United States seriously
underestimated the popularity of natural gas as the
fuel of choice in power generation and manufacturiog.
Over the past decade, the majority of U.S. power plants
built have been gas-fired, causing increased strain on
declining domestic natural gas supplies. A primary
solution to the problem is LNG. Other parts of the
world—Agia, the Middle Easi and Russia—have vast
natural gas resources, but need a market for their gas.
With LNG, that gas can be cooled and condensed into
a liquid, and shipped economically to distant markets.

By the end of this decade, we will be one of the largest
LNG importers in North America. Construction on
our Energia Costa Azul LNG receipt terminal in Baja
California, Mexico, is progressing well, When it
becomes operational in early 2008, Energfa Costa
Azul will be the first LNG terminal on the West Coast.
We also have bepgun construction on our Cameron
LNG receipt terminal in Louisiana, despite a brief
interruption by the Gulf Coast hurricanes last summer.
Additionally, we have laid the groundwork for potential
expansion of both Energla Costa Azul and Cameron
LNG, subject to market interest, Our third LNG receipt
terminal project, Port Arthur LNG in Texas, is'in the
final permitting stages and could come online as early
as 2010.
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Neal E, Schnale Javade Chaudhri

Chief Operating Officer General Counsel

In August zcos, Sempra Pipelines & Storage
announced a keystone partnership with Kinder
Morgan to develop the Rockies Express Pipeline,

a major new transcontinental natural gas pipeline.
The 1,300-mile, 42-inch pipeline, connecting the
Rocky Mountains to gas-hungry markets in the
Midwest and Eastern United States, would be the
largest U.S. pipeline project in more than 20 years.

The LNG business in North America is creating new
opportunities for natural gas facilities to serve the
receipt terminals being built, so Sempra Pipelines &
Storage is developing trunk-line natural gas pipelines
near LNG hubs in Louisiana and Texas, as well as a
large salt-cavern gas storage facility in Calcasien
Parish, La.

Sempra Generation is concentrating on efficient
operation of its Western power plant fleet of 2,630
megawatts, Due to the high market valuation of
coal-fired generation in Texas, in January zoo6, Sempra
Generation decided to sell its 3o05-megawatt (MW)
Twin Oaks power plant in Texas for $480 million—

a plant the company purchased for $120 million

in 2002.

Growth opportunities are nat limited to the Sempra
Global businesses. Our California utilities—San Diego
Gas & Electric (SDG&E) and Southern California Gas
Co. {SoCalGas}-—are full-service providers again.

Executive Vice President and

Mark A. Snell
Executive Vice President and
Chief Financial Officer

SDG&E will take control of Palomar Energy later this
year. Built by Sempra Generation, the 550-MW natural
gas-fired power plant is the first major new power
plant built in the San Diego region in more than 30
years. SDG&E also has added renewable energy to its
resource mix—including solar and wind power—and
proposed a major new electric transmission line to
help transport these and other power resources to
the region. As always, SDG&E and SoCalGas remain
focused on improving efficiency, providing safe and
reliable energy service around the clock and controlling
costs for their customers.

Our commitment to the communities in which we
operate has never been greater. In 2005, we expanded
our outreach to support relief efforts for the victims
of the devastating Indian Ocean tsunami in late 2004
and U.S. Gulf Coast hurricanes last summer.

I'lock forward to the future with great excitement—
and a certain amount of anticipation—because of the
many opportunities before us.

Sincerely,

TR0

Donaid E. Feisinger
Chairman and Chief Fxecutive Officer
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San Diego Gas & Electric
is investing over $4 billion
In the next five years to
improve energy infrastruc-
ture—such as electric-
transmission lines—to
meet the growing energy

needs of the ragion. early 2008,

SEMPRA ENERGY AT A GLANCE

SEMPRA UTILITIES

San Dlego Gas & Electric is a full-
service energy utility that has been
supplying natural gas and electric
service to the San Diego region
since 1881. SDG&E currently serves
3.4 million consumers through
1.3 million electric meters and
more than 825,000 natural gas
meters. The utility’s service area
spans 4,100 squate miles and
serves customers in more than
125 communities from Orange
County to the Mexican border.

Southern California Gas Co. has been
delivering clean, safe and reliable
natural gas to its customers for
nearly 140 years. It is the nation's
largest natural gas distribution
utility, serving a population of
19.8 million consumers through
5.6 million natural gas meters in
more than 500 communities. The
company’s service ferritory encom-
passes approximately 20,000 square
miles of diverse terrain throughout
Central and Southern California,
from Visalia to the Mexican border.

SEMPRA GLOBAL

Sempra LNG develops, builds and
operates liquefied natural gas
(LNG} receiving terminals in North
America. Energia Costa Azul is a
receipt facility under construction
just north of Ensenada in Baja
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Sempra LNG's Energla Costa Azul
liguetied natural gas receipt termi-
nal is under construction in Baja
California, Mexica, Its processing
capacity already is fully contracted,
and the terminal is expected to
Begin commercial operation in

Southern California Gas Co.

and Southern Callfornia.

California, Mexico, that will process
1 billion cubic feet (Bcf) per day
of natural gas when it begins com-
mercial operation in early 2008,
Cameron LNG is a receipt facility
under construction on the U.5. Gulf
Coast, near Lake Charles, La., that
will process 1.5 Bef per day of nat-
ural gas. Commercial operation of
Cameron LNG should begin in late
2008, Port Arthur LNG is a project
under development along the Port
Arthur Ship Canal in Texas, an
entryway from the Gulf of Mexico.
This facility would deliver between
1.5 Bcf and 3.0 Bef per day of
natural gas and is planned to be
online in 2010.

Sempra Plpelines & Storage develops
and operates natural gas pipelines
and storage facilities in Mexico and
the United States. The company

is focusing on new pipelines and
expansions that will deliver natural
gas to market from LNG receipt
terminals. Construction is sched-
uled to begin in early 2006 on
Liberty Gas Storage, a 177-Bcf salt-
cavern storage facility in Louisiana.
Sempra Pipelines & Storage also has
entered into a joint venture to build
the Rackies Express Pipeline, which
will span more than 1,300 miles
from Colorado to Ohio. These proj-
ects will connect major natural gas
supply basins with fast-growing

is the nation's largest natural
gas distribution utility, serving
19.8 million consumers in Central

Palomar Energy is a state-of-the-art
550-megawatt power plant built by
Sempra Generation in Escondido, Califi—
the first major power plant developed
and built in San Diego County in decades.
The plant, which will be owned and
operated by SDG&E, will produce enough
electricity for about 350,000 homes,

markets in the United States. The
company also manages natural
gas and electricity distribution in
Argentina, Chile, Mexico, Peru and
the United States.

Sempra Generatlon owns and
operates power plants for whole-
sale electricity markets in North
America. Its fleet of generation
assets is the cleanest and most
advanced in the Western United
States. The Western Gas Fleet uses
clean-burning natural gas to produce
2,630 megawatts of electricity that
is sold to utilities, power marketers
and large energy users. More than
8o percent of this generating capac-
ity is under long-term contract
through 2011, providing excellent
returns and stable earnings into
the future.

Sempra Commodities provides
worldwide marketing and risk-
management services to wholesale
customers for natural gas, power,
crude oil, petroleum, base metals
and other energy products. The
short-term nature of Commmodities’
portfolio reflecis the liquidity and
transparency of its contracts.
Sempra Commodities is one of
the top three physical marketers
of natural gas in North America
and one of the top marketers of
base metals in the world.
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MANAGEMENT’S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

INTRODUCTION

This section of the 2005 Annual Report includes management’s discussion and analysis of operating
results from 2003 through 2005, and provides information about the capital resources, liquidity and
financial performance of Sempre Energy and ifs subsidiaries (collectively referred to as “the
company"}. This section also focuses on the major factors expected to influence future operating
results and discusses investment and financing activities and plans. It should be read in conjunction
with the Consolidated Financial Statements included in this Annual Report.
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OVERVIEW
Sempra Energy

Sempra Energy is a Fortune 500 energy services nolding company. Its business units provide a wide
spectrum of value-added electric and natural gas products and services to a diverse range of
cusiomers. Operations are divided into the California Utilities, Sempra Global and Sempra Financial,
as described balow.

Sempra Energy

Callfornia Utilities Sempra Global Sempra Financial
[ Sou.ther.” Sempra
Callforia Commaodities
Gas Company
Sempra
| San Diege Gas Genearation
& Electric
Company
Sempra LNG
Sempra
Pipelines & Storage
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Summary descriptions of the operating business units are provided below and further detail is provided
throughout this section of the Annual Report.

Major events affecting the results for 2005 and/or future vears (and the page number where sach Is
discussed) include the following:

« Agreements to settle, subject to court approvals, certain class action antitrust litigation (89);

« Continued develocpment of the liquefied natural gas (ILNG) business (19);

« Agreement in January 2006 to sell Sempra Generation’s Twin Oaks Power plant (Twin Oaks) in
Texas (25);

» Sempra Commodities’ sale of its two natural gas storage facilities, Bluswater Gas Storage and
Pine Prairie Energy Center, in September 2005 (10);

» Sempra Generation's purchase of the remaining 50-percent interest in El Dorado Energy from
Reliant Energy in July 2005 (18);

» Construction by Sempra Generation of the Palomar power plant to be owned by San Diego Gas &
Electric Company (SDG&E) (55);

» Favorable resolution of prior years' income tax issues (11);
+ Impairment of Sempra Generation’s unused turbine set (10},
« Regulatory approval of demand-side management (DSM} award settlements in 2005 (85}; and

* Resolution of other regulatory matters, primarily the approval of SDG&E's settlement with the
Independent System Operator (ISO, an independent operator of California’'s wholesale
transmission grid) (88).

The California Utilities

Southern California Gas Company (SoCalGas) and SDGAE (collectively, the California Utilities) serve
23 million consumers from California's Cenfral Valley to the Mexican border. Natural gas service is
provided throughout Southern California and portions of central California through 6.4 million meters,
Electric service is provided throughout San Diego County and portions of Orange County, both in
Southern California, through 1.3 million meters.

Sempra Global

Sempra Global is a holding company for most of the subsidiaries of Sempra Energy that are not
subject to California utility regulation.

Sempra Global's principal subsidiaries provide the following energy-related products and services:

« Sempra Commodities is a wholesale and retail trader of physical and financial products, including
natural gas, power, crude oil and other commodities; a trader and wholesaler of metals, serving a
broad range of customers, and an owner of synthelic fuel facilities thal generate Section 28
income tax credits;

» Sempra Generation owns and operates power planis, provides energy services and facilities
management, and owns minaral rights in propetties that produce petroleum and natural gas;

- Sempra LNG is developing receipt terminals for the importation of LNG and has an agreement to
supply natural gas to Mexico's government-owned electric utility; and

« Sempra Pipelines & Storage develops and owns natural gas pipselines and storage facilities in the
United States and Mexico. It also holds interests in companies that provide natural gas or
electricity services to over 2.9 million customers in Argentina, Chile, Mexico and Peru, and owns
two small natural gas distribution utilities in the sastern United States.
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Sempra Financial

Sempra Financial holds investments in tax-advantaged limited partnerships which own 1,300
affordable-housing properties throughout the United States.

RESULTS OF OPERATIONS
Overall Operations

Net income was $920 million in 2005, a 2.8% increase over 2004, and diluted earnings per share were
$3.65, a decrease of 4.7%, as described. below. The increase in net income was primarily dug to
increased profits at Sempra Commodities and SDG&E, offset by expenses associated with an
agreement to settle certain litigation. The decrease in diluted earnings per share was due to the higher
weighted-average number of shares outstanding resuiting from the additional shares of commaon stock
issued in 2005 in setttement of the esquity unit contracts discussed in Note 12 of the notes to
Consolidated Financial Statements.

The following table shows net income and diluted earnings per share for each of the iast five years.

(Dolfars In milliens, except per share amounts) Net Income Diluted Earnings Per Share
2005 $920 $3.65
2004 %895 $3.83
2003 %649 $3.03
2002 %591 $2.87
2001 $518 $2.52

SEMFRA ENERGY 4.



Compariscn of Earnings

To assist the reader in understanding the trend of earnings, the following table summarizes the major
unusual factors affecting net income and operating income in 2005, 2004 and 2003. The numbers in
parentheses are the page numbers where each 2005 item is discussed therein,

(Dollars in milliong)

2005

Net Income
2004

2003

Operating Income

2005

2004

2003

Reported amounts

Unusuaf items:

Increase in California energy crisis
litigation reserves (89)

Resolution of prior years income tax
issues (11)

Impairment losses (48)

Sempra Commodities’ gain on sale
of natural gas storage facilities (55)

DSM awards (85)

Other incentive awards (85)

Other regulatory matters (88)

South Bay charitable contribution
deduction (12)

Discontinuad operations — AEG?
(11)

Gains on sale of SoCalGas'
partnership property and on partial
sale of Luz del Sur

Resolution of vendor disputes in
Argentina

Gain on settlement of Cameran
liability

SDG&E power contract settlement

SONGS? incentive pricing (ended
12/31/03)

Changes in accounting principles

SoCalGas sublease losses

Impact of the repeal of EITF3 98-10

AEG equity losses — disposed of in
April 2004

$ 920

K3 b

{156)
38

@)
1)
24)
23

9

$895

84

(86)

(55)

25

3 649

38

(118)
68

(11)

(65)

(83)
46
11

(9)
5

$1,111

508

$1,281

140

$ 943

(116)
(®9)

19
(15)

$1,003

$859

$ 532

$1,510

$1,355

$ 860

1 Atlantic Electric & Gas (AEG)

2 San Onofre Nuclear Generating Station (SONGS)

3 Emerging Issues Task Force (EITF)
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Net Income (Loss) by Business Unit
Years ended December 31,

(Dollars in millions}) 2005 2004 2003
California Utilities
Southern California Gas Company* $ 211 23% $§ 232 26% 3209 32%
San Diego Gas & Electric
Company* 262 28 208 23 334 52
Totai California Utilities 473 51 440 49 543 84
Sempra Global
Sampra Commodities 460 50 320 36 1867 24
Sempra Generation 164 18 137 15 71 11
Sempra Pipelines & Storage 64 7 63 7 3 —
Sampra LNG (25) (3) (8) (1) (2) —
Totat Sempra Global 663 72 512 57 228 35
Sempra Financial 23 3 36 4 41 6
Parent and other*” (230) (25) {68) (7 (118) (18)
Income from continuing aperations 929 101 920 103 695 107
Discontinued operations, net of tax (9) {1) (25) (3) — —
Cumulative effect of changes in
accounting principles — — — — {46) (7)
Consolidated net income $ 920 100% $ 895 100% § 649 100%

*  After preferred dividends

** Includes after-tax interest expense ($102 million, 5112 million and $100 million in 2005, 2004 and
2003, respectively}, after-tax litigation expense, intercompany eliminations recorded in
consolidation and cerizin corporate costs incurred at Sempra Global,

California Utility Operations

The Califernia Ultilities are subject fo federal, state and local governmental agencies. The primary
regulatory agency Is the California Public Utilities Commission (CPUC), which regulates ulility rates
and operations. The Federal Energy Regulatory Commission (FERC) regulates interstate
transportation of natural gas and electricity and various related matters. The Nuclear Regulatory
Commission regulates nuclear generating plants. Municipalities and other local authoritias regulate the
location of utility assets, including natural gas pipelines and electric lines. Other business units are also
subiect to regulation by the FERC, various state commissions, local governmental entities, and various
similar authorities in countries other than the United States.

Natural Gas Revenue and Cost of Natural Gas. Natural gas revenues increased by $716 million
(18%) to $5.3 hillion in 2005, and the cost of natural gas increased by $639 million (25%) to $3.2 billion
in 2005. The increases in 2005 weare due to higher natural gas prices, which are passed on to
customers, oifset by a small decrease in volume. In addition, natural gas revenues increased at
SoCalGas due to higher authorized margin of $28 million, the CPUC's 2005 Cost of Service decision
eliminating 2004 revenue sharing (for which $18 million was included in revenue in 2005), $14 million
in DSM awards in 2005 and $14 million of highar revenues for recoverable expenses, which are fully
offset in other operating expenses. SDG&E’s natural gas revenues further increased due to $7 million
in DSM awards in 2005. The company's weighted average cost per million British thermal units
{mmbtu) of natural gas was $7.83 in 2005, $5.94 in 2004 and $5.06 in 2003,

Although the current regulatory framework provides that the cost of natural gas purchased for
customers and the variations In that cost are passed through to the customers on a substantially
concurrent basis, SoCalGas' Gas Cost Incentive Mechanism (GCIM) allows SoCalGas to share in the
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savings or costs from buying natural gas for customers below or above market-based monthly
benchmarks. The mechanism permits full recovery of all costs within a tolerance band around the
benchmarl price. The costs ar savings outside the tolerance band are shared between customers and
shareholders. In addition, SDG&E’s natural gas procurement Performance-Based Regulation (PBR})
mechanism provides an incentive mechanism by measuring SDG&E’s procurement of natural gas
against a benchmark price comprised of monthly natural gas indices, resulting in sharsholder rewards
for costs achieved below the benchmark and shareholder penaities when costs exceed the benchmark.
Further discussion is provided in Notes 1 and 14 of the notes to Consalidated Financial Statements.

Natural gas revenues increased by $532 million (13%) to $4.5 billion in 2004 compared to 2003, and
the cast of natural gas increased by $522 million (25%) to $2.6 billion in 2004 compared to 2003. The
increase in 2004 was primarily attributable to natural gas price increases, and at SoCalGas, the
increase was further due to an increase in margin of $33 million and $18 million from a favorable Cost
of Service decision in 2004, offset by $56 million of approved performance awards recognized during
2003, including $49 million of natural gas procurement awards. Performanhce awards are discussed in
Note 14 of the notes to Consolidated Financial Statements.

Electric Revenue and Cost of Electric Fuel and Purchased Power. Electric revenues increased
by $131 million (8%) to $1.8 billion in 2005, and the cost of electric fuel and purchased power
increased by $48 million (8%} to $624 million in 2005. The increase in revenus was due to $41 million
of higher revenues for recoverable expenses, a DSM award settlement in 2005 of $28 million and $23
million related to the 2005 internal Revenue Service (IRS) decision relating to the sale of SDG&E's
former South Bay power plant. In addition, revenues and costs increased $48 million due to higher
purchased-power casts.

Electric revenues decreased by $128 million (7%) to $1.7 billion in 2004 compared to 2003, and the
cost of electric fuel and purchased power increased by $35 million (6%) to $576 million in 2004
compared to 2003. The decrease in revenues was due to the 2003 recognition of $116 miilion related
to the approved settlement that allocated between SDG&E’s customers and sharsholders the profits
from certain intermediata-term power purchase contracts that SDG&E had entered into during the early
stages of California’s electric utility industry, and higher 2003 earnings of $25 million from PBR awards.
Performance awards are discussed in Note 14 of the notes to Consolidated Financial Statements. In
addition, electric revenues and costs increased $35 million due to higher electric commodity costs and
volumes,
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The tables below summarize the California Utilities’ natural gas and electric volumes and revenues by
customer class for the years ended December 31, 2005, 2004 and 2003,

NATURAL GAS SALES, TRANSPORTATION AND EXCHANGE
(Volumes in billion cuble fast, dallars in millions)

Transportation
Natural Gas Sales and Exchange Total

Volumes Revenue Volumes Revshue Volumes Revenue

2005:
Residential 271 $3,193 1 $ 8 272 $3,199
Commercial and industrial 123 1,257 273 190 396 1,447
Electric generation plants 1 3 201 88 202 91
Wholesale — — 19 6 19 B
395 $4,453 494  $290 889 4,743
Balancing accounts and other 510
Total $5,253

2004:
Resldential 287 $2,904 2 $ 7 289  $2,911
Commercial and industrial 126 1,013 276 198 402 1,211
Electric generation plants — 2 252 920 252 82
Wholesale — — 20 6 20 8
413 §$3,919 550  $301 963 4,220
Batancing accounts and other ’ 317
Total _$4,537

2003:
Reasidential 273 $2,479 2 8 7 275 $2,486
Commercial and industrial 121 863 277 189 398 1,052
Electric generation plants — 3 241 79 241 82
Wholesale — — 20 4 20 4
394 $3,345 540 $279 934 3,624
Bailancing accounts and other 381
Total $4,005

ELECTRIC DISTRIBUTION AND TRANSMISSION
(Volumes in millions of kWhs, dollars in millions)

2005 2004 2003

Volumaes Revenue Volumes Revenue Volumes Ravenue

Residential 7,075 $ 738 7,038 $ 692 6,702 $ 731
Commercial 6,674 654 6,592 644 6,263 674
Industrial 2,148 141 2,072 133 1,976 181
Direct access 3,213 114 3,441 105 3,322 87
Street and highway lighting 93 11 97 11 91 11
Off-system sales — —_ - — 8 .
19,203 1,658 16,240 1,585 18,362 1,664

Balancing accounts and othar 131 73 122
Total $1,789 51,658 $1.786
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Although commodity costs asscciated with long-term contracts allocated to SDG&E from the
Department of Water Resources (DWR}) {and the revsenues to recover thoss costs) are not included in
the Statements of Consolidated Income, as discussed in Note 1 of the notes to Consciidatad Financial
Statements, the associated volumes and distribution revenues are included in the above table,

Sempra Global and Parent Operating Revenues and Cost of Sales. These fables provide a
breakdown of operating revenues and cost of sales at Sempra Global and the parent companies by
business unit.

Years ended December 31,

(Dollars in millions) 2005 2004 2003
OPERATING REVENUES

Sempra Commodities $2,724 58% $1,689 52% $1,227 58%
Sempra Generation* 1,921 41 1,662 51 773 37
Sempra Pipelines & Storage™ 329 7 269 8 210 10
Sempra LNG — — — — (2  —
Total Semgpra Global 4,974 106 3,620 111 2,208 105
Parent and ather** (279) (6) (381) (1) (108) )
Total $4,695 100% $3,239 100% $2,100 100%
COST OF SALES

Sempra Commodities $1,267 47% $ 597 34% § 542 45%
Sempra Generation* 1,332 49 1,198 69 408 41
Sempra Pipelines & Storage* 266 10 209 12 1656 14
Total Sempra Global 2,865 106 2,004 115 1,206 100
Parent and other** (150) (6) (263) (19) (2) —
Total $2,715 100% $1,741 100% $1,204 100%

*  Does not include the revenues or costs of the unconsolidated affiliates that are part of this
business unit.

** Includes intercompany eliminations recorded in consclidation, including the Palomar plant as
discussed in Note 2 of the notes to Consolidated Financial Statements.

Increases in 2005 revenues and cost of sales reflect increased trading activity and higher commaodity
prices at Sempra Commaditles, primarily as a result of increased volatility in energy markets, and
increased Sempra Generation power sales to the DWR as a result of higher natural gas prices.

The increase in 2004 revenues compared to 2003 was primarily due to higher revenues at Sempra
Generation resulting from increased volumes of power sales under the DWR contract, and higher
revenues at Sempra Commodities resulting from increased commodity revenue, particularly from
metals, natural gas and petroleum due to increased volatility and higher prices. The increase in cost of
sales was primarily due to costs related to the higher sales volume for Sempra Generation.

Litigation Expenses. Litigation expenses were $551 million, $150 million and $72 million for 2005,
2004 and 2003, respectively. The increases in 2005 and 2004 were primarily due to increases in
litigation reserves related to matters arising from the 2000 - 2001 Caiifornia energy crisis. Note 15 of
the notes to Consolidated Financial Statements provides additional information concerning this matter.
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Other Operating Expenses. This fable provides a breakdown of other operating expenses by
business unit.

Years ended December 31,
{Dollars in millions) 2005 2004 2003

OTHER OPERATING EXPENSES

California Utilities
Southern California Gas Company $ 954 36% $ 908 40% $ 916 43%
San Diego Gas & Elsctric

Company 603 23 b74 26 611 29
Total California Utilities 1,557 59 1,482 66 1,527 72
Sempra Glohal

Sempra Commeadities 81 3 558 25 414 20

Sempra Generation 146 6 138 6 122 6

Semnra Pipelines & Storage 41 1 43 2 43 2

Sempra LNG 34 i 28 1 1 —

Total Sempra Global 1,032 39 761 34 580 28

Parent and other * 45 2 — — 1 —
Total $2,634 100% $2,243 100% $2,108 100%

* Includes intercompany eliminations recorded in consolidation.

Other cperating expenses for 2005 increased primarily due to an increase in expenses at Sempra
Commodities attributable to the growth in revenues noted previcusly. In addition, other operating
expenses at the California Utilities increased due to $59 million of favorable resolutions of regulatory
matters in 2004 and $51 million of higher recoverable expenses in 2005, offset by the $42 million net
effect related to the 2005 recovery of line losses and grid management charges arising from the
favorable settlement with the ISO.

The increase in other operating expenses in 2004 from 2003 was primarily the result of higher costs at
Sempra Global, particularly at Sempra Commodities due io increased frading activity, start-up costs at
Sempra LNG and higher costs at Sempra Generation due to new generating plants coming on line in
2003. These increases were offset by a decrease at the California Utilities in 2004, primarily resulting
from the favorable resolution of regulatory matters in 2004 and losses in 2003 associated with a
sublease of portions of the SoCalGas headquarters building.

Gains on Sale of Assets. 2005 inciuded Sempra Commodities’ $106 million ($67 million after
related costs) before-tax gain on the sale of its two natural gas storage facilities, Bluewater Gas
Storage and Pine Prairie Energy Center. 2004 included SoCalGas’ $15 million before-tax gain on the
sale of partnership properties.

Impairment Losses. Impairments in 2005 included a $63 million before-tax write-down of unused
gas and steam turbines at Sempra Generation. Impairments in 2003 included a $77 million before-tax
write-down of the carrying value of the assets of Frontier Energy, a small utility subsidiary of Sempra
Pipelines & Storage, and a $24 million before-tax write-down of the carrying value of the assets at
AEG.

Other Income, Net. Cther income, net, as discussed further in Note 1 of the notes to Consolidated
Financial Statements and which consists primarily of equity earnings from unconsolidated subsidiaries,
was $51 million, $33 million and $(40) million in 2005, 2004 and 2003, respectively. The increases in
2005 and 2004 were due to higher equity earnings at Sempra Generation (resulting from the
acquisition of the Coleto Creek coal plant (Coleto Creek) in July 2004 by a joint venture 50% owned by
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Sempra Generation) and lower equity losses at Sempra Financial (due to the 2004 sale of an
alternative-fuel investment). The increases were offset by a $12 million decrease in regulatory interest
at SoCalGas primarily due to a Cost of Service dacision in 2004, and the $13 million before-tax gain in
2004 on the settiement of an unpaid portion of the purchase price of the proposed Cameron LNG
project for an amount less than the liability (which had been recorded as a derivative). The increase in
2004 compared to 2003 was due to lower aquity losses at Sempra Financial, increased equity earnings
at Sempra Generation resulting from the acquisition of the Coleto Creek coal plant and the $13 million
before-tax gain in 2004 related to Cameron LNG.

Interest Income. Interest income was $75 million, $69 million and $104 million in 20056, 2004 and
2003, respectively. The decrease in 2004 from 2003 was due to $59 million recorded as a result of the
favorable resolution of income tax issues with the IRS in 2003, offset by interest recorded on income
tax receivables in 2004.

Income Taxes. For the years ended 2005, 2004 and 2003, the company had income tax expanses of
$42 million, $193 million and $47 million, respectively. The effective income tax rates were 5 percent,
18 percent and 7 percent, respectively. The decrease in 2005 expense was due to lower pre-tax
income from continuing operations and the lower effeclive tax rata. The decrease in the effective rate
was due primarily to $156 million of favorable resolution of prior years’ income tax issues in 2005 offset
by $56 million of favorable resolutions in 2004. The change in income tax expense in 2004 from 2003
was due primarily to higher taxable income. Additionally, 2003 was impacted by the favorable
resolution of income tax issues, which reduced income tax expense by $83 million. Income before
taxes in 2003 included $59 million in interest income arising from the income tax settlement, resulting
in an offsetting $24 million income tax expense.

Equity in Income of Certain Unconsolidated Subsidiaries. For the years ended 2005, 2004 and
2003, equity in income of certain unconsolidated affiliates, net of tax, as discussed further in Note 3 of
the notes to Consolidated Financial Statements, was $55 million, $62 million and $62 million,
respectively. The decrease in 2005 was primarily due to a $5 million after-tax gain at Sempra
Pipelines & Storage from the 2004 partial sale of Luz del Sur S.A.A. (Luz del Sur), its Peruvian slectric
utility.

Discontinued Operations. In the second quarter of 2004, Sempra Energy disposed of its interest in
AEG, a marketer of power and natural gas commodities to commercial and residential customers in the
United Kingdom. Losses related to AEG were $9 milion and $25 million for the years ended
Cecember 31, 2005 and 2004, respectively. The 2005 loss was primarily atfributable to foreign
currency translation adjustments associated with AEG’s remaining assets and lfabilities, legal costs
and reserves against accounts receivable. Note 4 of the notes io Consolidated Financial Statements
provides further details.

During 2003, the company accounted for its investment in AEG under the equity method of accounting.
As such, for the year ended December 31, 2003, the company recorded its share of AEG's nat losses
of $5 million in Other Income, Net on the Statements of Consolidated Income. Effective December 31,
2003, AEG was consolidated as a result of the adoption of Financial Accounting Standards Board
(FASB) Interpretation No. (FIN) 46, Consolidation of Variable Interest Entities, as discussed in Note 1
of the notes to Consolidated Financial Statements.

Net Income. Variations in net income are summarized in the table shown previously under
"Comparison of Earings.”
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Businass Unit Results
Southern Califarnia Gas Company

SoCalGas recorded net income of $211 million, $232 million and $209 million in 2005, 2004 and 2003,
respectively. The decrease in 2005 was due primarily to the resolution of the 2004 Cost of Service
proceedings (as discussead further in Note 14 of the notes to Consolidated Financial Statement) which
favorahly affected 2004 net income by $34 million, an increase of $33 million aftertax in California
energy crisis litigation expenses {as discussed further in Note 15 of the notes to Consolidated Financial
Statements) and the $8 mililon after-tax gain from the sale of the Hawaiian Gardens property in 2004,
offset by favorable resolution of income tax issues in 2005 of $24 miilion, higher margins in 2005 of
$17 million after-tax and the recognition of DSM awards of $9 million after-tax in 2005, In addition to
the 2004 matters noted abova, the increase in 2004 fram 2003 was due to higher margins in 2004 and
losses in 2003 associated with a long-term sublease of portions of its headguarters building, offset by
the favarabte resolution of income tax issues and by higher GCIM awards in 2003.

San Diego Gas & Electric Company

SDGA&E recorded net income of $262 million, $208 miliion and $334 million in 2008, 2004 and 2003,
respectively. The increase in 2005 was due primarily to the regulatory resolution of the recavery of line
losses and grid management charges arising from the favorable after-tax seftiement of $24 million with
the |SO (as discussed further in Note 14 of the notes to Consolidated Financial Statements), the
recognition of DSM awards of $22 million after-tax, favorable resociution of income tax issues of $80
million, and the $23 million recovery of costs associated with the 2005 [RS decision relating to the sale
of the South Bay power plant, offset by a $17 million increase In after-tax California energy crisis
litigation expenses, ihe favorable after-tax impact of $21 million from the resolution of the 2004 Cost of
Service proceeding and $19 million lower after-tax electric transmission and distribution margin and
higher apsarational costs in 2005. In addition to the 2004 maiters noted above, the decraase in 2004
from 2003 was primarily due to the favorable resclution of income fax issues in 2003, which positively
affected 2003 earnings by $79 miltion, income of $65 million after-tax in 2003 related to the approved
settlement of intarmadiate-term power purchase contracts; the 2003 Incramantal Cost Incentive Pricing
income (as discussed further in Note 13 of the notes to Consolidated Financial Statements) for
SONGS ($53 million after-tax) and higher performance awards in 2003, offset by higher electric
transmission and distribution margin in 2004.

Sempra Commodities

Sempra Commodities recorded net income of $460 million, $320 million and $157 mitlion in 2005, 2004
and 2003, respeciively, excluding the negative impact of the cumulative effect of the change in
accounting principle of $28 million in 2003. The increase i 2005 was due to improvements in its North
American operations and most product line segments, as shown below, the $41 miilion after-{ax gain
on the Septemher 2005 sale of two natural gas storage facilities and a $26 million favorable resolution
of prior years’ income tax issues in 2005. The increase in 2004 from 2003 was primarily attributable to
higher trading margins, resulting from increased volatility in the markets, particularly for metals, natural
gas and petroleum. |n additicn to the effect of changing prices and volumes, earnings variability will
confinue in future periods as a result of natural gas and oil inventories, and of storage and
transportation capacity coniracts not being marked to market while the economically offsetting
derivative instruments are marked to markef. Margin, summarized below by geographical region and
product line, consists of net revenues less related costs {ptimarily brokerage, transportation and
storage) plus or minus net interest income/axpense, and is used by management in evaluating
geographical and product line performance. Results for 2005 include $108 million of gains recorded at
the time a structured derivative is criginated, commonly referred to as "day-one” gains.
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Years ended December 31,

Margin {Dollars in millions) 2005 2004 2003
Geographical;
North America $1,091 81% $ 689 67% $439 72%
Europe and Asia 255 19 338 33 172 28

$1,346 100%  $1,027 100% $611 100%

Product Line;

Gas $ 439 32% $ 318 31% $146 24%
Power 443 33 170 17 137 22
Oil — crude and products 292 22 268 26 128 21
Metals 54 4 180 17 96 16
Other 118 9 91 g 104 17

$1,346 100%  $1,027 100%  $611 100%

Other includes synthetic fuel credit operations of $110 million, $97 million and $77 million in 2005,
2004 and 2003, respectively, which contributed $36 million, $29 million and $23 million to net income in
2005, 2004 and 2003, respectivaly.

A summary of Sempra Commodities’ unrealized revenues for trading activities follows:

Years ended December 31,

{Doltars in millions) 2005 2004 2003
Balance at January 1 $1,193 $ 347 $270
- Additions 1,241 1,606 830
Realized (948) (760)  (703)
Cumulative effect adjustment — —_ (50Q)
Balance at December 31 $1,488 $1,193 $ 347

The estimated fair values as of December 31, 2005, and the scheduled maturities related to the
unrealized revenues are (dollars in millions):

Scheduled Maturity (in months)

Fair Market

Source of fair value Value 0-12 13-24 25-36 =36
Prices actively quoted $1,188 $ 725 $92 $297 %74
Prices provided by other external sources 52 3 2 — 47
Prices based on madels and other valuation

meathods (12) — — —_ (12)
QOver-the-counter {OTC) revenue 1,228% 728 24 297 109
Exchange contracts** 260 464 71 (272) {3)
Total $1,488 $1,192 $165 $ 25 $106

*  The present value of unrealized revenus fo be received from outstanding OTC contracts.
**  Cash received (paid) associated with open exchange contracts.

Sempra Generation

Sempra Generation recorded net income of $164 million in 2005, $137 million in 2004 and $71 million
in 2003, excluding the favorable impact of the cumuiative effect of the change in accounting principle of
$9 million in 2003. The 2005 increase was due to $30 million of higher mark-to-market after-tax gains
en long-term forward contracts for the sale of power during 2007 to 2012, $10 million of higher equity
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earnings from the Coleto Creek power plant (a full year of equity earnings in 2005 compared to six
menths in 2004), $10 million of higher earnings at Sampra Ganeration's energy services and facilities
management businesses, $6 million of higher interest income, and improved earnings attributable to
increased sales at its other power plants. The increases were offset by after-tax impairment losses of
338 million in 2005 related to the write-down of unused gas and steam turbines. The increase in 2004
from 2003 was primarily because power sales under Sempra Generation’s contract with the DWR were
at lower levels in 2003 and prior years than in 2004 and future years.

Sempra Pipelines & Sforage

Net income for Sempra Pipelines & Storage was $684 million, $63 million and $3 miillion in 2005, 2004
and 2003, respectively. The increase in 2004 fram 2003 was due to the $50 million after-tax write-down
in 2003 of the carrying value of the assets of Frontier Energy, $11 million higher after-tax earnings in
2004 from the company's oparations in Mexica, a 55 million after-tax gain on the sale of a portion of its
interests in Luz del Sur, offset by $9 million of income tax accruals for issues related to its South
American investments. Both 2004 and 2003 were favorably impacied by the resolution of vendor
disputes in Argentina.

Sempra LNG

Sempra LNG recorded net losses of $25 million, $&8 million and $2 million for the years ended
Dacember 31, 2005, 2004 and 2003, respectively. The increase in 2005 was primarily due to higher
development costs and general and administrative expenses in 2005 and an $8 miliion aftertax gain in
2004 from the settlement of an unpaid portion of the purchase price of the Cameron liquefied natural
gas project for an amount less than the (iability (which had been recorded as a derivativa).

Sempra Financial

Sempra Financial recorded net income of $23 millian in 2005, $36 million in 2004 and $41 million in
2003. The decreases in 2005 and 2004 were due to lower income tax credits, offset by lower equity
losses, primarily as a result of maturing affordable housing investmenis and the sale of its Section 29
tax credit invesiment (Carbontronics) during the third quarter of 2004. The sale transaction has been
acccunted for under the cost recovery method, whereby future proceeds in excess of Carbontronics’
carrying value will be recorded as income as received. As a result of this sale, Sempra Financial will
not be recognizing Section 28 income tax credits in the future. Saction 29 income tax credils are
discussed further in Note 7 of the notes to Consolidated Financial Statlements.

Parent and Other

Net losses for Parent and Other were $230 million, $68 miilion and $118 million in 2005, 2004 and
2003, respectively. Net losses consist primarily of interest expense, litigation expense and tax-related
adjustments. Interest expense was $102 miliion, $112 millicn and $100 miilion for 2005, 2004 and
2003, respectively. In addifion to interest expense, net losses for 2005 inciuded $193 million after-tax
related to the California energy crisis litigation, offsst by a $41 millien favorable resolution of prior
year's income fax issues. For 2004, net losses included $27 million after-tax cf litigation expanses,
offset by a reduction in income tax accruals. Additionally, 2003 losses include the $21 million after-tax
write down of the carrying value of AEG's assets.

Book Value Per Share

Book value per share was $23.95, $20.77 and $17.17, at December 31, 2005, 2004 and 2003,
respectively, The increases in 2005 and 2004 were primarily the result of comprehensive income’s
exceading dividends, and sales of additional shares of common stock for a per-share price in excess of
its book value, primarily in connection with the equity units described in Note 12 of the notes to
Consolidated Financial Statements.
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CAPITAL RESOURCES AND LIQUIDITY

The company's California Utility operations and Sempra Generation's power sale contract with the
DWR generally are the major source of liquidity. A substantial portion of the funding of the company’s
capital expenditures and its ability to pay dividends is dependent on the relatively stable pattern of
earnings by the California Utilities and Sempra Generation’s long-term power sale contracts. The
availability of capital for other business operations is also greatly affected by Sempra Commodities’
liquidity and margin requirements, which fluctuate substantially. Sempra Generation's margin
requirements, as discussed helow, may alsc fluctuate substantially. The company's expansion,
particularly in the LNG business, also requires the issuances of securities from time to tima.

At December 31, 2005, there was $772 million in unrestricted cash and $4.7 billion in avaitable unused,
committed lines of credit to provide liquidity and support commaercial paper. At December 31, 2005,
$22 million of these lines supporied variable-rale debt. Management helieves that these amounts and
cash flows from operations and security issuances will be adequate fo finance capital expenditures and
meet liguidity requirements and to fund shareholder dividends, any new business acquisitions or start-
ups, and other commitments. Forecasted capital expenditures for the next five years are discussed in
“Future Construction Expenditures and Investments.” If cash flows from operations were to be
significantly reduced or the company were to be unable to issue new securities under acceptable
terms, the company would be required to reduce non-utility capital expenditures, trading operations
andfor investments in new businesses. Management ccntinues to regularly menitor the company’s
ability to finance the needs of its operating, investing and financing activities in a manner consistent
with its intention to maintain strong, investment-quality credit ratings.

At the California Utilities, cash flows from operations, security issuances and/or capital contributions by
Sempra Energy are expected io continue to be adequate to meet utility capital expendiiure
requirements. In June 2004, SDGA&E received CPUC approval of its intended 2006 purchase from
Sempra Generation of the 550-megawatt (MW) Palomar generating facility being constructed in
Escondido, California. As a result, SDG&E's dividends to Sempra Energy have been suspended to
increase SDG&E's equity in preparation for the purchase of the completed facility, expected in the first
half of 2006, and the level of future dividends will be affected by SDG&E's increased capital
expenditures. Note 2 of the notes to Consolidated Financial Statements provides additional discussion
on the Palomar plant.

Sempra Commodities provides or requires cash as the level of its net trading assets fluctuates with
prices, volumes, margin requirements (which are substantially affected by credit ratings and commeodily
price fluctuations) and the length of its various trading positions.

Sempra Commadities’ intercompany borrowings were $638 million and $421 million at December 31,
2005 and 2004, respectively, and as high as $1.3 billion and $747 million in 2005 and 2004,
respectively. Sempra Commodities’ external debt was $103 million and $161 million at December 31,
2005 and 2004, respectively. Company management continuously monitors the level of Sempra
Commodities’ cash requirements in light of the company’s overall liquidity. Such monitoring includes
the procedures discussed in “Market Risk.”

Sempra Generation's projects have been financed through a combination of operating cash fiow,
project financing, funds from the company and external borrowings. Sempra Generation may raturn
funds to the company if it proceeds with plans 1o sell certain plants as discussed in Note 3 of the notes
to Consolidated Financial Statements.

Sempra Generation’s long-term power sale contracts typically contain collateral requirements related to
credit lines. The collateral arrangements provide for Sempra Generation and/or the counterparty to post
cash, guaranteas or letters of credit to the other party for exposure in excess of established thresholds.
Sempra Generatiocn may be required to provide collateral when market price movements adversely affect
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the counterparty’s cost of replacement energy supplies wers Sempra Generation to fail to deliver the
contracted amounts. As of December 31, 2005, Sempra Generation had $267 million of outstanding
coliateral requirements under these contracts, portions of which have been remitted or guaranteed at
December 31, 2005. The $267 milion excludes a $280 million collateral exposure under a purchase
power agresment related to Twin Oaks. This collateral exposure will be assumed by the buyer of the
power plant when the sale of the facility is completed, which is expected fo oceur in the first half of 2006.

Sempra Pipelines & Storage is expected to require funding from the company and/or external sources
to continue the expansion of its existing natural gas distribution operations in Mexico, its Liberty Gas
Storage (Liberty) facilily, its planned participation in the development of a natural gas pipeline in
conjunction with Kinder Morgan Energy Partners, L.P. (KMP), as discussed in “Investments,” and its
planned development of pipslines to serve LNG facilities in Baja California, Mexico; Louisiana and
Texas, as discussed in Note 2 of the notes to Consolidatad Financial Statements.

Sempra LNG will raquire funding for its planned developmant of LNG receiving facilities. While Sempra
LNG's $1.25 hillion credit facility and other Sempra Energy sources are expscted to be adequate for
these requirements, the company may decide to use project financing if that is believed to be
advantageous.

CASH FLOWS FROM OPERATING ACTIVITIES

Net cash provided by operating activities totaled $521 million, $1 billion and $1.2 billion for 2005, 2004
and 2003, respectively.

The 2005 change in net cash provided by operating activities was primarily due to a $608 million
increase in net trading assets and a $4C00 million decrease in overcollectsd regulatory balancing
accounts in 2005, offset by a $478 million increase in other liabilitics in 2005.

The decrease in cash flows from operations in 2004 compared to 2003 was primarily attributable to an
increase in net trading assets in 2004 comparad to a decrease in 2003, increasad daposits with
cusiomers and a higher increase in accounts receivable in 2004, offset by an increase in overcollected
regulatory balancing accounts at SoCalGas in 2004 compared to a decrease in 2003, and higher net
incoma and higher accounts payable in 2004,

The company made pension plan and other postretirement benefit plan contributions of $24 million and
$45 million, raspectively, during 2005, and $27 million and $50 million, respectively, during 2004,

CASH FLOWS FROM INVESTING ACTIVITIES

Net cash used in investing activities totaled $1.2 billion, $611 million and $1.3 billion for 2005, 2004
and 2003, raspectively.

The increase in cash used in invesling activities betwaen 2005 and 2004 was primarily attributable to a
$321 million increase in capital expenditures in 2005, $363 million in proceeds from the sale of U.S.
Treasury obligations that previously securitized the synthetic lease for one of Sempra Generation's
power plants in 2004 and $157 million in proceads from the disposal of AEG's discontinued operations
in 2004, offset by $247 million in proceeds from the sale of Sempra Commodities’ natural gas storage
sites in 2005.

The decrease in cash used in investing ectivities in 2004 compared to 2003 was primarily due to
proceeds from the sale of the U.S. Treasury obligations. The collateral was no longsr nacessary since
Sempra Generation bought out the lease in January 2004. The decrease in cash used in investing
activities was also due to lower investments in the Elk Hills power plant (Elk Hills), which was complzted
in 2003, and reduced capital spending for the completed Termoetéctrica de Maxicali (TDM) and Mesquite
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power plants, offsat by investments made In Tepaz Power Partners (Topaz) in 2004. In addition, the
company received proceeds of $157 million from the disposal of AEG’s discontinued operations.

Expenditures for property, plant and equipment and for invesiments are presented in the following
table.

Investments in

Property, plant  and acquisitions

{Dollars in millions) and equipment of subsldiaries
2005 $1,404 $ 86
2004 $1,083 $ 74
2003 $1,049 $202
2002 $1,214 $429
2001 - $1,068 - $111

California Utilities

Capital expenditures for property, plant and equipment by the California Utilities were $825 millian in
2005 compared to $725 million in 2004 and $762 million in 2003.

In December 2005, SDG&E submitted its initial request to the CPUC for a proposed new transmission
power line between the San Diege region and the Imperial Valley. The proposed line, called the
Sunrise Powerlink, would be capable of providing electricity to 650,000 hames and is estimated to cost
between $1 billion and $1.4 hillion. SDG&E expects to submit a proposed route and an alternative
route to the CPUG in 2006.

Sempra Generation

Sempra Genheration owns and operates power plants in the Pacific Southwest, Texas and Mexico. The
following table lists the MW capacity of each operating power plant. All of the plants are natural
gas-fired facilities, except for Colete Creek and Twin Oaks, which are coal-fired. On January 18, 2008,
Sempra Generation announced an agreement for the sale of Twin Oaks.

Maximum
Generating
Power Plant Capacity (MW) Location
Pacific Southwest:
Mesquite Power 1,250  Afdington, AZ
TDM 625 Mexicali, Baja California, Mexico
Elk Hills (50% owned) 275*  Bakersfield, CA
El Dorado 480 Boulder City, NV
2,630
Texas:
Coleto Creek (50% owned) ' 316" Goliad County, TX
Twin Oaks 305 Bremond, TX
Three other active Topaz power plants
{50% owned) 554*  South Central, TX
1,175
Total MW in operation 3,805

* Sempra Generation's share

Additional informafion concerning Sempra Generation’s facilities is provided in Notes 2, 3 and 15 of the
notes to Consoclidated Financial Statements.
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Sempra LNG

Sempra LNG develops and builds, and wili operate LNG receipt terminals and sell regasified LNG.
information concerning its projects in Baja California, Mexico; Louisiana and Texas is provided in Note
2 of the notes to Consolidated Financial Statements.

Sempra Pipelines & Storage

Note 2 of the notes to Consolidated Financial Sfatements provides information concerning
expenditures by Sempra Pipelines & Storage for its natural gas pipelines and storage facilities.

Investments

Investment and acquisition costs were $86 million, $74 million and $202 million for 2005, 2004 and
2003, respectively. The increase in 2005 was primarily due to the purchase of Reliant Energy's
50-percent interest in El Dorado, as discussed below, The decrease in 2004 was due to the sale of the
U.8. Treasury obligations and lower investments in Elk Hills, offset by investments made in Topaz in
2004.

Sempra Generation

In July 2008, Sempra Generation purchased Reliant Energy’s 50-percent interest in El Dorado for $132
million (including assumed debt), resulting in Sempra Generation's having full ownership of the
A80-MW El Dorado power plant.

In December 2005, Sempra Generation announced plans to sell ar refinance its Texas-bassd power
plants due to the increased market valuation of coal-fired power plants in Texas, The coal-fired assets
involved in the announcement include the company's wholly owned Twin Qaks and Cclete Creek,
which the company co-owns in the Topaz joint venture with Carlyle/Riverstone. The joint venture also
owns three operating natural gas and oil-fired plants in Larede, San Benito and Corpus Christi, Texas
that were included in the announcement. On January 18, 2008, Sempra Generation announced an
agreement to sell Twin Oaks.

Information concerning Sempra Generation’s investments in Topaz and Elk Hills is provided in Note 3
of the notes to Consolidated Financial Statements,

Sempra Pipelines & Storage

In December 2005, Sempra Pipelines & Storage entered into definitive agraements with KMP ta jointly
pursue through Rockies Express Pipeline LLC (Rockies Express) development of a proposed natural
gas pipaline, the Rockies Express Pipeline, that would link producing areas in the Rocky Meountain
region to the upper Midwest and the Eastern United States. Also in December 2005, a subsidiary of
Sempra Giohal entered into a binding precedent agreement with Rockies Exprass for 200 million cubic
feet per day of capacity on the Rockies Express Pipeline, which will have capacity of up to 2 billion
cubic feet (bef) per day.

In November 2005, EnCana Marketing, a subsidiary of EnCana, entered into a binding pracedent
agreemeant with Rockies Express for 500 million cubic feet per day of natural gas capacity on the
proposed Rockies Express Pipeline. At the same time, Rockies Express entered into a
purchase-and-sale agreement with Alenco Pipelines Inc, another subsidiary of EnCana, for the
nurchase of the Entrega Pipeline, which purchase is anficipated to close in the first quarter of 2006.
Segment 1 of the Entrega Pipeline, which runs from the Meeker Hub in Colorado to Wamsutter,
Wyoming, has been completed. Under the terms of the purchase-and-sale agreement, Rockies
Express is obligated to construct the second segment of the Enfrega Pipeline, which will run from
Wamsutter to an interconnection with the Rockies Express Pipeline at the Cheyenne Hub in Colorado.
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Also in November 2005, Sempra Pipelines & Storage and KMP announced a2 memorandum of
understanding with Overthrust Pipeline Company (Overthrust), a subsidiary of Questar Corp., to enter
into a long-term lease to provide Rockies Express Pipeline with capacity for up to 1.5 bef per day on
Overthrust's pipeline. The capacity lease will effectively extend the Rockies Express Pipeline to the
Opal Hub in Wyoming.

At December 31, 2005, binding, conforming commitments (including the commitments by EnCana and
Sempra Energy) in connection with the recent open seasons held {o solicit shipper support for the
Rockies Express Pipeline project aggregated over 1 bof per day. Additionally, a variety of
non-conforming bids were received and Rockies Express is currently in negotiations with these and
other shippers to finalize binding precedent agreements for transportation on the Rockies Express
Pipeline. The total cost of the project, including the cost of the Entrega Pipeline and capitalized interest
during construction, is expected to be $4.0 - $4.4 billion,

During the first quarter of 2005, Sempra Pipelines & Storage filed for FERC authorization to construct
and operate the Liberty facility and the Port Arthur pipeline. In May 2005, ProLiance Transportation and
Storage, LLC acquired a 25-percent ownership in Liberty. In December 2005, the FERC issued a
Certificate of Public Convenience and Necessity for Liberty. Further discussion is provided in Note 2 of
the notes to Consolidated Financial Statements.

Discusslon of investing activities by Sempra Pipelines & Storage, including the $201 million cumulative
foreign currency exchange adjustment relating to its investments in Argenting, is provided in Note 3 of
the notes to Consaolidated Financial Statements.

Sempra LNG

In January 2005, Sempra LNG was awarded a 15-year natural gas supply contract by Mexico’s state-
owned electric utility, Comision Federal de Electricidad (CFE). The contract is estimated at $1.4 billion
over its life and supports the CFE's future energy needs in northern Baja California, including the
Presidente Juarez power plant in Rosarito. The supply is expected to come fram natural gas processed
at Energia Costa Azul, Sempra LNG's regasification terminal in Baja California. Starting in 2008 and
running through 2022, the agreement provides the CFE with an average of about 130 million cubic feet
per day of natural gas. In early 2005, Sempra LNG began construction of Energla Costa Azul, which is
expected io begin operations in 2008. The terminal and related pipeline are expecied to cost
approximately §1 billion and will be capable of processing 1 bef of natural gas per day. Additional
discussion of the terminal is provided in Note 2 of the notes to the Consolidated Financial Statements.

[n August 2005, Sempra LNG announced an agreement with Eni S.p.A. for 40 percent of the send-out
capacity of the Cameron LNG terminal. Combined with other, preliminary nonbinding agreements with
multiple parties, this allowed the company to begin construction, with the commencement of
commercial operations slated for 2008. In January 2008, Sempra LNG announced it has received
approval from the FERC to begin the mandatory pre-filing process for the proposed $250 million
expansion of the terminal’s production capacity to 2.65 bef of natural gas per day from 1.5 bef per day.
The final FERC decision is expected in early 2007,

During the first quarter of 2005, Sempra LNG filed for FERC authorization to construct and operate the
Port Arthur LNG recsiving terminal. The terminal will be capable of processing 1.5 bef of natural gas
per day and can be expanded to 3 bef per day. Project approval and the start of construction is
expected in 2007, with the start-up slated for 2010.

In June 2005, Sempra LNG terminated an agreement signed in December 2004 with the Alaskan Gas
Line Port Authority to develop the “All Alaska Pipeline Project.”
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Fufure Construction Expenditures and Investments

The company expects to make capital expenditures and investments of $2.3 billion in 2008. Significant
capital expenditures are expected to include $1.2 biliion for Cakfornia utility plant improvements and
$800 million for the development of LNG regasification terminals. These expenditures and investments
are expected to be financed by cash flows from operations, asset sales and security issuances,

Qver the next five years, the company expects to make capital expenditures and investments of $6
billion at the California Utilities, and has identified $4 billion of capital expenditures at the other
subsidiarias, including the development of the LNG facilities and pipslines. The former amount includes
$500 million for the Palomar power plant which is being constructed by Sempra Generation and which
will be purchased by SDG&E when completed in the first half of 2006. The consiruction costs were
recorded by Sempra Generation as incurred and will not result in a significant amount of capital
expenditures in 20086.

Construction, investment and financing precgrams are pericdically reviewed and revised by the
company in response to changes in regulation, economic conditions, competition, customer growth,
infiation, customer rates, the cost of capital and environmental requirements, as discussed in Nota 15
of the notes to Consolidated Financial Siatements.

The company's level of construction expenditures and investments in the next few years may vary
substantially, and will depend on the availability of financing, regulatory approvals and business
opportunities providing desirable rates of return. The company intends to finance its capital
expenditures in a manner that will mgintain its strong investment-grade ratings and capital structure.

The amounts and timing of capital expenditures are subject 1o approvals by the CRPUC, the FERC and
other regulatory bodiss.

The possible SDG&E involvement with completion of the Otay Mesa power plant is discussed in
Note 13 of the notes to Consolidated Financia! Statements.

CASH FLOWS FROM FINANCING ACTIMTIES

Net cash provided by (used in) financing activities totaled $1 billion, $(380} million and $88 million for
2005, 2004 and 2003, respectively.

The 2005 increase in cash provided by financing activities was due to a $1.1 billion decrease in
payments on long-term debt, a $584 million increase in issuances of common stock in 2005 in
connection with the Equity Units' $600 million purchase contract settlement and a $265 million net
increase in short-term borrowings, offset by a $235 million decrease in issuances of long-term debt, the
redemption of $200 million of mandatorily redeemable preferred secutities, a $30 million increase in
repurchases of common stock and a $73 million increase in dividends paid in 2005. The 2004 increase
in cash used in financing activities was due to higher payments on long-term debt and iower issuances
of common stock, offset by an increase in short-tarm debt.

Long-Term and Short-Term Debt

During 2005, the company's long-term debt increased $334 million to $4.9 billion. At December 31,
2005, the company's long-term debt had a weighted average life to maturity of 10.4 years and a
weighted average interest rate of 5.34 percent. In 2005, the company issued $782 million in long-term
debt.

in May 2005, SDG&E publicly offered and sold $250 million of 5.35% first mortgage bonds, maturing in
2035. In November 2005, SDG&E and SoCaiGas each publicly offered and sold $250 million of 5.30%
and 5.75%, respectively, first mortgage bonds, maturing in 2015 and 2035, respectively.
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Payments on long-term debt in 2005 included $300 million of notes payable that matured in December
2005 and $66 million refated to SDG&E's rate-reduction bonds. Also In 2005, Sempra Generation
repaid $122 million debt assumed in the purchase of the remaining interest in E! Dorado, and Sempra
Financial repaid $28 million of debt incurred to acquire limited partnership interests.

In May 2004, the company issued $600 million of senior unsecured notes, consisting of $300 million of
4.75-percent fixed-rate, fiva-year notes and $300 million of four-year, floating-rate notes. The proceeds
of the issuance were used to repay $500 million of debt maturing July 1, 2004, and for general
corporate purposes.

In June 2004, SDGAE issued $251 million of first mortgage bonds and applied the proceeds in July to
refund an identical amount of first mortgage bonds and related tax-exempt industrial development
bonds of a shorter maturity. The bonds secure the repayment of tax-exempt industrial development
bonds of an identical amount, maturity and interest rate issued by the City of Chula Vista, the proceeds
of which were loaned to SDG&E and which are repaid with payments on the first mortgage bonds. The
bonds were initially issued as auction-rate securities, but SDG&E entered into floating-for-fixed
interest-rate swap agreements that effectively changed the bonds' intersst rates to fixed rates in
September 2004. The swaps are set to expire in 2009,

In December 2004, SoCalGas issusd $100 million of floating rate first morigage bonds maturing in
December 2009. The interest rate is based on the 3-month LIBOR rate plus 0.17%.

Payments on long-term debt in 2004 included $500 million of notes payable that matured in July 2004,
$426 million of first mortgage bonds and $66 million of rate-reduction bonds. Also in 2004, Sempra
Generation purchased the assets of Mesquite Trust, thereby extinguishing $630 million of debt
outstanding, and Sempra Financial repaid $34 million of debt incurred to acquire limited partnership
interests.

In 2003, the company issued $900 million in long-term debt, consisting of $400 million of senior
unsecured notes and $500 million of first mortgage bonds issued by SoCalGas.

Payments on long-term debt in 2003 included $100 million of the borrowings under a line of credit and
$66 million of rate-reduction bonds. In 2003, Sempra Financial repaid $36 million of debt incurred to
acquire limited partnership interests. Repayments also included $325 million of SoCalGas' first
mortgage bonds. In addition, $70 million of SoCalGas’ $75 million medium-term notes were put back to
the company.

Note 5 of the notes to Consolidated Financial Statements provides information concerning lines of
credit and further discussion of debt activity.

Capital Stock Transactions

During 2005, 19.7 million shares of common stock were issued at $30.52 per share in settlement of the
2002 share purchase contracts included in the company’s $600 million of Equity Units. Also during
20085, the company repurchased common stock for $95 million, including 2.3 million shares of common
stock at a cost of $88 million in connection with the share repurchase program discussed in Note 12 of
the notes to Consolidated Financial Statement.

In October 2003, the company completed a common stock offering of 16.5 million shares priced at $28
per common share, resulting in net proceeds of $448 million. The proceeds were used primarily to pay
off short-term debt.
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Dividends

Dividends peid on common stock were $268 million in 2005, $195 milion in 2004 and $182 million in
2003. In February 2006, the company's board of directors approved an increase in the guarierly
dividend from $0.29 per share to $0.30 per share.

The payment and amount of future dividends are within the discretion of the company's board of
directors. The CPUC's ragulation of the California Utilities' capital structure limits the amounts that are
available for loans and dividends to the company from the California Utilities. At December 31, 2005,
SoCalGas could have provided a total (combined loans and dividends) of $118 million to Sempra
Energy and no amounts were available from SDG&E.

Capitalization

Total capitalization, ihcluding short-term debt and the current portion of long-term debt and excluding
the rate-reduction bonds (which are non-recourse fo the company), at December 31, 2005 was $12
hillion. The debt-to-capitalization ratio was 48 percent at December 31, 2005. Significant changes
affecting capitalization during 2005 included common stock issuances, long-term borrowings and
repayments, short-term borrowings, incocme and dividends. Additional discussion related to the
significant changes is provided in Nofes 5 and 12 of the notes to Consolidated Financial Statements
and “Results of Operations” above.
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Commitments

The following is a summary of the company's principal contractual commitments at December 31,
2005. Additional information concerning commitments is provided above and in Notes 5, 8, 11 and 15
of the notes to Consolidated Financial Statements.

2007 2009
and and

(Dollars in millions) 2006 2008 2010 Thereafler Total
Short-term debt $1062 $§ — $ — $ — 51,082
Long-term debt 101 894 937 2,892 4,924
Interest on debt (1) 283 477 381 2,235 3,376
Due to unconsclidated affiliates — 62 — 100 162
Preferred stock of subsidiaries stbject to

mandatory redemption 3 18 — —_ 19
Operating leases 113 200 166 155 634
Litigation reserve 110 135 53 79 377
Purchased-power contracts 285 614 596 2,641 4,136
Natural gas contracts 2,083 718 190 196 3,187
Construction commitments 585 315 7 20 927
Twin Oaks coal supply (2) 28 55 53 258 394
SONGS decommisstoning 14 11 —_ 314 339
Other asset retirement obligations 5 32 28 572 837
Pension and postretiremeant benefit

obligations (3) 79 208 241 667 1,195
Environmental commitments 29 29 — — 58
Other 5 10 16 18 47
Totals $4,785 $3,876 $2,668 $10,145 $21,474

(1) Based on forward rates in effect at December 31, 2005.

(2) An agreement has been signed to sell Twin Oaks.

(3) Amounts are after reduction for the Medicare Part D subsidy and only include expected payments
to the plans for the next 10 years.

The table excludes trading liabilities and commitments, which are primarily offset by trading assets:
contracts between afflliates; intercompany debt; individual contracts that have annual cash
requirements less than $1 million; and employment contracts.

Off Balance-sheet Arrangements
At December 31, 2005, the company was contingently liable for $131 million of accounts receivable
from government agencies that it had sold, with recourse, to a financial institution.

As discussed in Note 3 in regards to American Electric Power and in Nate 15 in regards fo Chilguinta
Energia Finance Co., LLC, an affiliate of the company’s Peruvian and Chilean entities, the company
has provided guarantees aggregating $100 million at December 31, 2005, to unrelated parties.
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Credit Ratings

Credit ratings of the company and its principal subsidiaries remained unchanged at investment grade
levels in 2005. As of January 31, 2008, credit ratings for Sempra Energy and its principal subsidiaries
were siill as follows:

Standard Mogdy's Investor

& Poor's Services, Inc. Fitch
SEMPRA ENERGY
Unsecured debt BBB+ Baa1 A
SDG&E
Secured debt A+ A1l AA
Unsecured debt A- A2 AA-
Preferrad stock BBB+ Baa1 At
Commercial paper A1 P-1 F1+
SOCALGAS
Secured debt A+ At AA
Unsecured debt A- A2 AA-
Preferred stock BBB+ Baa1 A+
Commercial paper A-1 P-1 Fi+
PACIFIC ENTERPRISES
Preferred stock BBB+ — A
SEMPRA GLOBAL
Unsecured debt guaranteed by Sempra Energy — Baa' —
Commerclal paper guaranteed by Sempra Ensrgy A-2 P-2 F1

As of January 31, 2008, the company has a stable outlook rating from all three credit rating agencies.

FACTORS INFLUENCING FUTURE PERFORMANCE

The California Utilities' aoperations and Sempra Gensration's iong-term contracts generally provide
relatively stable earnings and liquidity, while Sempra Pipelines & Storage and Sempra LNG provide
opportunities for earnings growth and Sempra Commodities experiences significant volatility in
earnings and liquidity requirements. Performance will also depend on the successful completion of
cohstruction programs, which are discussed in various places in this report. Notes 13 through 15 of the
notes to Consolidated Financial Statements describe matters that could affect future performance.

Litigation

Note 15 of the notes to Consolidated Financial Statements describes litigation {primarily cases arising
from the California energy crisis and Sempra Generation’s contract with the DWR), the ultimate
resolution of which could have a material adverse effect on future performance.

Califarnia Utilities

Notes 13 and 14 of the notes to Consolidated Financial Statements describe electric and natural gas
restructuring and rates, and other pending proceedings and investigations.
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Sempra Global
Electric-Generation Assets

As discussed In "Capital Resources and Liquidity” above, and in Notes 2 and 3 of the notes fo
Consolidated Financial Statements, the company is involved in the disposal and/for refinancing of a
partion of its electric-gensration capabilities, which will affact the company'’s future performance.

Investments

As discussed in “Cash Flows From Investing Acti\;fities," the company's investments will significantly
impact the company’s future performance.

Sempra LNG is in the process of constructing the Energia Costa Azul LNG receiving terminal in Baja
Califarnia, Mexico and the Cameron LNG receiving terminal in Louisiana, and developing the Port
Arthur LNG recelving terminal In Texas. Additicnal information regarding these activities is provided
above under “Capital Resources and Liquidity” and in Note 2 of the notes to Consalidated Financial
Statements,

In December 2005, Sempra Pipelines & Storage entered into definitive agreements with KMP to jointly
pursue through Rockies Express development of a proposed natural gas pipeline, the Rockies Express
Pipeline, which would link producing areas in the Rocky Mountain region to the upper Midwest and the
Eastern United States and which will have capacity of up fo 2 bcf per day. Additional information
regarding Rockies Express is provided above under “Capital Resources and Liguidity.”

in December 2005, Sempra Generation announced plans to sell or refinance its Texas-based power
plants due to the increased market valuation of coal-fired power plants in Texas, including Twin Qaks
and Coleto Creek. In January 2006, Sempra Generation announcad an agreement for the sale of Twin
Qaks. Additional information regarding these activities is provided above under “Capital Resources and
Liquidity” and in Notes 2 and 3 of the notes to Consolidated Financial Statements.

In July 2004, the company announced that it had acquired the rights to develop Liberty, located in
Calcasieu Parish, Louisiana. In May 2005, ProLiance Transportation and Storage, LLGC acquired a
25-percent ownarship in Liberty from the company. In September 2005, Sempra Commodities
completed the $253 million sale of two natural gas storage facilities. Additional information regarding
these activities is provided above under "Capital Resources and Liquidity” and in Note 2 of the notes to
Consolidated Financial Statements.

The Argentine economic decline and government responses (including Argentina’'s unilateral,
refroactive abrogation of utility agreements early in 2002) are contihuing to adversely affect the
company's investment in two Argentine utilities. Information regarding this situation is provided in
Notes 3 and 15 of the notes to Consolidated Financial Statements.

Market Risk

Market risk is the risk of erosion of the company’s cash flows, net income, asset values and equity due
to adverse changes in prices for various commaodities, and in interest and foreign-currency rates.

The company has adopted policies governing its market risk management and trading activities of all
affiliates. Assisted by the company's Energy Risk Management Group (ERMG) and the California
Utilities' Risk Management Department (CURMD), the company’s Energy Risk Management Oversight
Committee (ERMOC) and each of the California Utilities’ Risk Management Committees, consisting of
senior officers, establish policy for and oversee company-wide energy risk management activities and
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monifor the results of trading and other activities to ensure compliance with the company’s stated
anergy risk management and trading policies. The ERMG and the CURMD receive daily information
detailing positions regarding market positions that create credit, liquidity and market risk from the
California Utilities and from all non-CPUC-regulated affiliates, respectively. independently from the
company's energy procurement department, the ERMG and the CURMD monitor energy price risk
management and measure and report the market and credit risk associated with these positions.

Along with other tools, the company uses Value at Risk (VaR) to measure its exposure to market risk.
VaR is an estimate of the polential loss on a position or portfolic of positions over a specified holding
neriod, based on normal market conditions and within a given siatistical confidence interval. The
company has adopted the variance/covariance methodology in its calculation of VaR, and uses both
the 95-percent and 99-percent confidence intervals. VaR is calculated independently by the ERMG for
all non-CPUC-regulated affiliates and by the CURMD far the California Utilities. Historical and implied
volatiliies and correlations between Iinstruments and positions are used in the calculation. The
California Utilities use energy and nafural gas derivatives to manage nafural gas and energy price risk
associated with servicing load requirsments. The use of energy and natural gas derivatives is in
cempliance with risk management and trading activily plans that have been filed and approved by the
CPUC. Any costs or gains/losses associated with the use of energy and natural gas derivatives, which
use is in compliance with CPUC approved plans, are censidered to he commodity costs that are
passed on io customers on a substantially concurrent basis.

Following is a summary of Sempra Commodities’ trading VaR profile (using a one-day holding period,
at two confidence |evels) in millions of dollars:

95% 99%
December 31, 2005 $16.5 $23.3
2005 range $5.7 to $27.5 §7.9 {0 $38.3
December 31, 2004 $8.0 $11.3
2004 ranga $2.8t0 $i8.7 $3.91to0 $26.1

The 2005 increase in VaR is primarily due to increased volumes and price of Sempra Commoditiss’
transactions.

The company uses enargy and natural gas derivatives to manage natural gas and energy price risk
associated with servicing their uiility load reguirements. The use of derivative financial instruments is
subject to certain limitations imposed by company policy and reguiatory requirements.

Revenue recognition is discussed in Notes 1 and 10 and the additicnal market rigk information
regarding derivative instruments is discussed in Note 10 of the notes to Consolidated Financial
Statements.

The following discussion of the company's primary market risk exposures as of December 31, 2008
includes a discussion of how these exposures are managed.

Commodity Prica Risk

Market risk related to physical commedities is created by voiatility in the prices and basis of certain
commodities. The company's market risk is impacied by changes in volatility and liquidity in the
markets in which these commaodities or related financial instruments are traded. The company's
varicus subsidiaries are exposed, in varying degrees, to price risk, primarily in the petroleum, metals,
natural gas and electricity markets. The company's policy is to manage this risk within a framework that
considers the unigue markets, and operating and regulatory environments of each subsidiary.

SEMPRA ENERGY 26.



Sempra Commodities

Sempra Commodities derives most of its revenue from its worldwide trading activities in natural gas,
electricity, petroleum products, metals and other commodities. As a result, Sempra Cammodities is
aexposed to price volatility in the related domestic and international markets. Sempra Commodities
conducts these activities within a structured and disciplined risk management and control framework
that is based on clearly communicated policies and procedures, position limits, active and ongoing
management monitoring and oversight, clearly defined roles and responsibilities, and daily risk
measurement and reporting.

California Utilities

The California Utilities' market risk exposure is limited due to CPUC-autharized rate recovery of the
costs of commodity purchase, sale, intrastate fransportation and sforage activity. However, the
California Utilities may, at times, be exposed 1o market risk as a result of SDG&E's nafural gas PBR
and electric procurement activities or SoCalGas’ GCIM, which are discussed in Note 14 of the notes to
Consolidated Financial Statements. If commodity prices were to rise too rapidly, it is likely that volumes
would decline. This would increase the per-unit fixed costs, which could lead o further volume
declines. The California Utilities manage their risk within the parameters of their market risk
management framework. As of December 31, 2005, the total VaR of the California Utilities' natural gas
and electric positions was not material and the procurement activities are in compliance with the
procuremeant plans filed with and approved by the CPUC.,

Interest Rate Risk

The company is exposed to fluctuations in interast rates primarily as a result of its short-term and long-
term debt. The company historically has funded utility operations through long-term debt issues at fixed
rates of interest recovered in utility rates. Some more-recent debt offerings have been issued with
floating rates. Subject to regulatory constraints, interest-rate swaps may be used to adjust interest-rate
axposures.

At December 31, 2005, the California Utilitles had $2.4 hillion of fixed-rate debt and $0.3 billion of
variable-rate debt. Interest on fixed-rate utility debt is fully recovered in rates on a historical cost basis
and interest on variable-rate debt is provided for in rates on a forecasted basis. At December 31, 2005,
utility fixed-rate debt had a one-year VaR of $276 million and utility variable-rate debt had a one-year
VaR of $7 million. Non-utility debt (fixed-rate and variable-rate) subject to VaR modeling totaled $2.3
billion at December 31, 2005, with a one-year VaR of $82 million.

At December 31, 2005, the notional ameount of interest-rate swap transactions totated $1.2 billion. Note
5 of the notes to Consolidated Financial Statements provides further information regarding interest-rate
swap transactions.

in addition, the company is subject to the effect of interest-rate fluctuations on the assets of its pension
plans, other postretirament plans and the nuclear decammissioning trust. However the effects of these
fluctuations, as they relate to the California Ulilities, are expected to be passed on to customers.

Credit Risk

Credit risk is the risk of loss that would be incurred as a result of nonperformance by counterparties of
their contractual obligations. As with market risk, the company has adopted policies governing the
management of credit risk. Credit risk management is performed by the ERMG and the California
Utilities’ credit department and overseen by the ERMOC and the California Utilities’ respective RMC.
Using rigorous models, the ERMG, CURMD and the company calculate current and potential credit risk
to counterparties on a daily basis and monifor actual balances in comparison to approved limits. The
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company avoids concentration of counterparties whenever possibie, and management believes its
credit poiicies associated with counterparties significantly reduce overali cradit risk. These policies
include an evaluation of prospective counterparties’ financlal condition (Including credit ratings),
collateral requirements under certain circumstances, the use of standardized agreements that allow for
the netting of positive and negative exposures associated with a single counferparty, and other security
such as lock-box liens and downgrade triggers. At December 31, 2005, Sempra Commodities’
20 largest customers had balances totaling $910 million, of which $863 million corresponds to
investment-grade customers, with individual customers varying from $28 million to $117 million. The
company belisves that adequate reserves have been provided for counterparty nonperformance.

As described in Note 15 of the notes to Consolidated Financial Statements, Sempra Generation has a
contract with the DWR to supply up to 1,200 MW of power to the state of California over 10 years,
beginning in 2001. This contract results in & significant potential nonperformance exposure with a
single counterparty; however, this risk has been addressed and mitigated by the liquidated damagas
provision of the contract.

The developing LNG projects will result in significant reliance on the credit-worthiness of its major
suppliers and customers of the projects.

The company monitors credit risk through a credit approval process and the assignment and
monitoring of credit limits. These credit limits are established based on risk and return considerations
under terms customarily available in the industry.

As noied above under “Interest Rate Risk,” the company periodically enters into interest-rate swap
agreements to moderate exposure to interest-rate changes and to lower the overall cost of borrowing.
The company would be exposed lo intergstrate fluctuations on the underlying debt should
counterparties to the agreement not perform.

Foreign Currency Rate Risk

The company has invesiments in entities whose functional currency is not the U.S. dollar, expesing the
company ta forsign exchange movemesnts, primarily in Latin American currencles. As a result of the
devaluation of the Argentine peso that began at the end of 2001, Sempra Pipalines & Storage has
reduced the carrying value of its Argentine investments downward by a cumulative toial of $201 million
as of December 31, 2005. These non-cash adjustments continue to accur based on fluctuations in the
Argentine peso and have not affected net income, but have affected other comprenensive income
(loss) and accumuiated other comprehensive income (loss). Further discussion is provided in Note 3 of
the notes to Consolldated Financial Statements.

The company's primary abjective with respect-to currency risk is to preserve the economic value of its
overseas invesiments and {o reduce net income volatility that would otherwise oceur due to exchange-
rate flucfuations.

Sempra Energy's net investment in its Latin American operating companies and the resuliing cash
flows are partially protected against normal exchange-rate fluctuations by rate-setting mechanisms that
are Intended to compensate for local inflation and currency exchange-rate fluciuations. In addition, the
company offsets material cross-currency fransactions and net income exposure through various
means, including financial instruments and short-term investments.

Because the company does not hedge its net investment in forelgn countries, it 1s susceptible to volatility
in other comprehensive income caused by exchange rate fluctuations. The primary effect on other
comprehensive income due to exchange rate variations has been the devaiuation of the Argentine peso
against the 1J.S. dollar, as discussed in Note 3 of the notes to Consolidated Financial Statements.
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CRITICAL ACCOUNTING POLICIES AND ESTIMATES AND KEY NON-CASH PERFCRMANCE
INDICATORS

Certain accounting policies are viewed by management as critical because their application is the most
relevant, judgmental and/or material to the company's financial position and results of operations, and/
or because they require the use of material judgments and estimates.

The company’s significant accounting policies are described in Note 1 of the notes to Consclidated
Financial Statements. The most critical policies, all of which are mandatory under generally accepted
accounting principles and the regulations of the Securities and Exchange Commission, are the
following:

Statement of Financlal Accounting Standards (SFAS) 8, “Accounting for Contingenciles,’
establishes the amounts and timing of when the company provides for contingent losses.
Details of the company’s issues in this area are discussed in Note 15 of the notes to
Consolidated Financial Statements.

SFAS 71, "Accounting for the Effects of Certain Types of Regulation,” has a significant effect
on the way the California Utilities record assets and liabilities, and the related revenues and
expenses that would not be recorded absent the principles contained in SFAS 71.

3

SFAS 108, “Accounting for Income Taxes,” governs the way the company provides for income
taxes. Details of the company’s issues in this area are discussed in Note 7 of the notes to
Consolidated Financial Statements.

SFAS 133, "Accounting for Derivative Insiruments and Hedging Aciiviffes,” SFAS 138,
“Accounting for Certain Derivative Instruments and Cerfain Hedging Actlivities,” SFAS 149,
“Amendment of Statement 133 on Derivative instruments and Hedging Activities,” and EITF
Issue 02-3, “Issues Involved in Accounting for Derivative Contracts held for Trading Purposes
and Contracts Involved in Energy Trading and Risk Management Activities,” have a significant
effect on the balance sheets of Sempra Commodities and the California Utilities but have no
significant effect on the California Utilities' income statements because of the principles
contained in SFAS 71. The effect on Sempra Commodities’ income statement is discussed in
Note 10 of the notes to Consolidated Financial Statements.

In connection with the application of these and other accounting policies, the company makes
estimates and judgments about various matters. The most significant of these invelve:

The calculation of fair or realizable values, including the invesiments in Argentina under the
Bilateral Investment Treaty, and the fair values of long-lived assets. For example, in
determining whether major facilities that are not currently profitable have carrying values that
are in excess of their fair values and the extent of any excess, critical assumptions include the
costs of natural gas, competing fuels (primarily propane) and electricity.

The probable costs to be incurred in the resolution of litigation.
The collectibility of receivables, regulatory assets, deferred tax assets and other assets.

The resolution of various income fax issues between the company and the varicus taxing
authorities.

The costs to be incurred in fulfilling certain contracts that have been marked to market.

The various assumptions used in actuarial calculations for pension plans, other than as
related to the California Utiliies, where rate-making effects negate any effects of the
assumptions on net income. For the remaining plans, the approximate annual effect on net
income of a 1% change in the assumed discount rate or the assumed rate of return on plan
assets would be $2.5 million or $1 millicn, respectively. Additional discussion of pension plan
assumptions is included in Note 8 of the notes to Consolidated Financial Statements.
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Differences between estimates and actual amounts have had significant impacts in the past and are
likely to have significant impacts In the future.

As discussed elsewhere herein, the company uses exchange quotations or other third-party pricing to
estimate fair values whenever paossible. When no such data is available, it uses internally developed
models and other technigues. The assumead collectibility of receivables considers the aging of the
receivables, the credit-werthiness of customers and the enforceability of contracts, where applicable.
The assumed collectibility of regulatory assets considers legal and regulatory decisions involving the
specific items or similar items. The assumed collectibility of other assets considers the nature of the
item, the anforceability of contracts where applicable, the credit-worthiness of the ather parties and
other factors. The anticipated resolution of income tax issues considers past resolutions of the same or
similar issue, the status of any income tax sxamination in progress and poslitions taken by taxing
authorities with other taxpayers with similar issues. Costs to fulfill cantracts that are carried at fair value
are based on prior experience. Actuarial assumptions are based on the advice of the company's
independent actuaries. The likelihcod of deferred tax recovery is based on analyses of the defarred tax
assets and the company’s expectation of future financial andfor taxable income, based on its strategic
planning.

Choices among aiternative accounting poiicies that are material to the company's financial statements
and information cancerning significant estimates have been discussad with the audit commitiee of the
board of directors.

Key non-cash performance indicators for the company's subsidiaries include numbers of customers
and quantities of natural gas and electricity scid for the California Utilities, and plant avaliability factors
at Sempra Generation’s generating plants. For competitive reasons, Sempra Generation does not
disclose its plant availability factors. The California Utilities information is provided in “Overview" and
“Results of Operations.” Sempra Commodities does not use non-cash performance factors. Its key
indicators are profit margins by product line and by geographic arca. "Business Unit Results — Sempra
Commodities” provides the information for Sampra Commodities. Other than its two small natural gas
utilities In the eastern United States, Sempra Pipelines & Storage’s only consolidated operations are in
Mexica. The natural gas distribution utility that operates in three separate areas has increased the
customer count to almost 100,000 and the sales volume to almost 55 million cubic fast per day in
2005, The pipeline system had contracted capacity of 450 million cubic feet per day in 2005 and 2004,

NEW ACCOUNTING STANDARDS

Relevant pronouncements that have recently become effective and have had a significant effect on the
company’s financial statements are SFAS 123R and 143, and FIN 47. They are described halow.

SFAS 123R, “Share-Based Payment”; In December 2004, the FASB issued SFAS 123 (revised), a
revision of SFAS 123, Accounting for Stock-Based Compensation. This statement requires companies
to measure and reccrd the cost of employee services received in exchange for an award of equity
instruments based cn the grant-date fair value of the award. The effective date of this staternent is
January 1, 2006 for the company.

SFAS 143, “Accounting for Asset Retirement Obligationis” and FIN 47, "Accounting for Conditional
Assef Retirement QObligations, an interprefation of FASB Statemant No. 143" SFAS 143 requires
entities to record the fair value of liabilities for legal obligations related to asset retirements in the
period in which they are incurred. It also requires most energy utilities, including the California Utilities,
to reclassify amounts recovered in rates for future removal costs not covered by a legal obligation from
accumulated depreciation to a regulatory liability. 1ssued in March 2005, FIN 47 clarifies that the term
conditional asset-retirement obligation as used in SFAS 143 refers to a legal obligation to perform an
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asset-retirement activity in which the timing and/or method of settlement are conditional on a future
event that may or may not be within the control of the entity. FIN 47 requires companies to recognize a
liability for the fair value of a conditional asset-retirement obligation if the fair value of the obligation can
be reascnably estimated. FIN 47 is effective for the company’s 2005 annual report.

INFORMATION REGARDING FORWARD-LOOKING STATEMENTS

This Annual Report contains statements that are not historical fact and constitute forward-looking
statements within the meaning of the Private Secutities Litigation Reform Act of 1995, The wards
“estimates,” "believes,” “expects,” "anticipates,” "plans,” “intends,” "may,” "could,” “would” and "should”
or similar expressions, or discussions of strategy or of plans are intended to identify forward-looking
statements. Forward-looking statements are not guarantees of perforrnance. They Involve risks,
uncertainties and assumptions. Future results may differ materially from those expressed in these
forward-looking statements.

Forward-looking statements are necessarily based upon various assumptions invalving judgments with
respect to the future and other risks, including, among others, local, regional, national and international
economic, competitive, political, legislative and regulatory conditions and developments; actions by the
California Public Utilities Commission, the California State Legislature, the California Department of
Water Resources, and the Federal Energy Regulatory Commission and other reguiatory bodies in the
United States and other countries; capital markets conditions, inflation rates, interest rates and
exchange rates; energy and trading markets, including the timing and extent of changes in commodity
prices; the availability of natural gas; weather conditions and conservation efforts; war and terrorist
attacks; business, regulatory, enviranmental and legal decisions and reguirements; the sfatus of
deregulation of retail natural gas and electricity delivery; the timing and success of business
development efforts; the resolution of litigation; and other uncertainties, alf of which are difficult to
predict and many of which are beyond the control of the company. Readers are cautiorted not to rely
unduly on any forward-looking statements and are urged to review and consider carefully the risks,
uncertainties and other factors which affect the company's business described in this report and other
reports filed by the company from time to time with the Securitiss and Exchanges Commission.
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FIVE YEAR SUMMARY

At December 31 or for the years then ended
(In millions, except per share amounts)

2005 2004 2003 2002 2001

Operating revenues
California utilities:

Natural gas $ 5,253 $ 4,537 $ 4,005 $ 3,255 $ 4,365

Electric 1,789 1,658 1,786 1,282 1,673
Sempra Global and parent 4,695 3,239 2,100 1,520 1,695

Tetal operating revenues $11,737 $ 9,434 $ 7.891 $ 6,057 § 7,733
Operating income $ 1,111 3 1,281 $ 943 $ 973 $ 1,014
Incomes from continuing operations

before extraordinary item and

cumulative effect of changes in

accounting principles $ 929 $ 920 $ 695 $ 575 $§ 518
Net income $ 920 $ 885 5 649 $ 59t 5 518
Income per common share from

confinuing operations before

extraordinary item and cumulative

effect of changes in accounting

principles;

Basic $ 3.78 $ 4.03 $ 3.29 $ 280 $ 254

Diluted $ 23.69 $ 393 $ 324 § 279 $ 2.52
Net income per common share:

Basic 3 3.74 $ 3.92 $ 3.07 $ 2.8 § 2.54

Diluted $ 3.65 $ 3.83 $ 303 § 287 $ 252
Dividends declared per common

share $ 1.16 % 1.00 $ 1.00 $ 1.00 § 1.00
Return on common equity 16.7% 20.5% 19.3% 21.4% 19.5%
Effective income tax rate 5% 18% 7% 20% 32%
Price range of common shares $47.86- $37.93- $30.90- $26.25- $28.61-

35.53 29.51 22.25 15.50 17.31

Weighted average rate base:

SoCalGas % 2,386 $ 2,351 $ 2,268 $ 2,222 $ 2,262

SDG&E § 2,902 $ 2,755 $ 2619 $ 2,452 $ 2,334
AT DECEMBER 31
Currant assefs $13,218 $ 8,776 $ 7,866 $ 7,010 $ 4,602
Total assets 529,213 $23,775 $21,088 $20,242 517,378
Current liabilities $12,157 $ 9,082 § 8,569 $ 7.554 $ 5,629
Long-term debt {excludes current

portion) § 4,823 $ 4,192 $ 3,841 $ 4,083 $ 3,436
Trust preferred securities $ — $ 2000 $ 200 $§ 200 $§ 200
Shareholders’ equity $ 6,180 $ 4,865 $ 3,890 ¥ 2,825 $ 2,692
Common shares outstanding 257.2 2342 226.6 204.9 204.5
Book value per share $ 23.95 $ 2077 $ 1717 3 13.79 $ 13.18

*  Amount was reclassified to Due to Unconsolidated Affiliates sffective in 2003. The company
redaemed the securities in February 2005.

Certain prior-year amounts have been reclassified to conform to the current year's presentation.

Note 1 of the notes to Consclidated Financial Statements discusses the 2003 changes in accounting
principles. Note 4 discusses a discontinued operation. Note 15 discusses litigation and other
contingencies.

An extraordinary gain of $16 million was recorded in 2002 related to Sempra Commodities’ acquisition
of two businesses for amounts less than the fair value of the businesses’ net assefs.
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MANAGEMENT’S RESPONSIBILITY FOR FINANCIAL STATEMENTS

Management is responsible for the preparation of the company’s consolidated financial statements and
related information appearing in this report. Management believes that the consolidated financial
statements fairly present the form and substance of transactions and that the financial statements
reasonably present the company’s financial position and results of operations in conformity with
accounting principles generally accepted in the United States of America. Management also has
included in the company’s financial statements amocunts that are based on estimates and judgments,
which it believes are reasonable undsr the circumstances.

Deloitte & Touche LLP, an independent registered public accounting firm, audits the company’s
consolidated financial statements in accordance with the standards of the Public Gompany Accounting
Oversight Board and provides an objective, indapendent review of the fairness of reported operating
results and financial position.

The board of directors of the company has an Audit Committee composed of five non-management
directors, The commitiee meets periodically with financial management, the internal auditors and
Deloitte & Touche LLP to review accounting, control, auditing and financia! reporting matters.

MANAGEMENT’'S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

Company management is responsible for establishing and maintaining adequate internal control over
financial reporting, as defined in Exchange Act Rules 13a-15(f). Under the supervision and with the
participation of company management, including the principal executive officer and principal financtal
officer, the company conducted an sevaluation of the effectiveness of its internal conirol over financial
reporting based on the framework in Internal Control — Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission. Based on the company’s
evaluation under the framewark in Infernal Control — Integrated Framework, management cancluded
that the company's internal control over financial reporting was effective as of December 31, 2005.
Management's assessment of the effeciiveness of internal control over financial reporting as of
December 31, 2005 has been audited by Deloitte & Touche LLP, as staied in its report, which is
included hereln.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACGOUNTING FIRM
To the Board of Directors and Shareholders of Sempra Energy:

We have audited management's assessment, included in the accompanying Management’s Report on
Internal Control ovar Financial Reporting, that Sempra Energy and subsidiaries (the “Company™)
maintained effective internal control over financiai reporting as of December 31, 2005, based on criteria
established in Infernal Control — Infegrafed Framework issued by the Committee of Spansoring
Organizations of the Treadway Commission. The Company's management is responsible for
maintaining effective internal control over financial reporting and for its assessment of the effectiveness
of internal control over financlal reporting. Our responsibility is to express an opinion on management’s
assessment and an opinion on the effactiveness of the Company's internal control over financial
reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board {United Stales). Those standards require that we plan and perform the audit to oblain
reasonable assurance about whether effective internal control over financlal reporting was maintained
in all material respeacts. Our andit included obtalning an understanding of internal control over financial
reporting, evaluating management’s assessment, iesting and evaluating the design and operating
effectivenass of interhal control, and performing such other procedures as we cansidered necessary in
the circumstances. We helieve that our audit provides a reasonable basis for our opinions.

A company's internal control over financial reporting is a process designed by, or under the supervision
of, the company's principal executive and principal financial officers, or persons performing similar
functions, and effected hy the company's board of directors, management, and other personnel to
provide resasonable assurance regarding the reliability of financial reporting and the preparation of
financial statements for external purposes in accordance with generally accepied accounting
principles. A company's internal control over financial repotting includes those policies and procedures
that (1) pertain io the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (2) provida reasonable assurance that
transactions are recorded as necessary to permit preparation of financial staiements in accordance
with generally acceptaed accounting principles, and that receipts and expenditures of the company are
being made only in accordance with authorizations of management and directors of the company; and
(3) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition,
use, or disposition of the company’s assets that could have a material effect on the financial
statements.

Because of the inherent limitations of internal control aver financial reporting, including the possibility of
callusion ar improper management avarride of contrels, material misstatements due to error or fraud
may no! be prevented or delected on a timely basis. Also, projections of any evaluation of the
effectiveness of the internal control over financial reporting to future periods are subject to the risk that
the controls may become inadeguate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

In our opinion, management’s assessmant that the Company maintained effective internal control over
financial reporting as of December 31, 2005, is fairly stated, in all material respects, based on the
criteria established in Infernal Control — Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission. Also in our opinion, the Company maintained, in all
material respects, effective internal control aver financial reporting as of December 31, 2005, based on
the criteria established in fnternal Control — integrated Framework issued by the Committee of
Sponsaring Organizations of the Treadway Commission.
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We have also audited, in accordance with the standards of the Public Company Accounting Oversight
Board {United States), the consolidated financial statements as of and for the year ended
December 31, 2005 of the Company and our report dated February 21, 2006 expressed an unqualified
opinian on those financial statements and included an explanatory paragraph regarding the Company’s
adoption of three new accounting standards.

vam LLP

San Diego, California
February 21, 2006
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
To the Board of Directors and Shareholders of Sempra Energy:

We have audited the accompanying consolidated balance sheets of Sempra Energy and subsidiaries
{the "Company") as of December 31, 2005 and 2004, and the related consolidated statements of
incame, sharcholders’ equity, and cash flows for each of the three years in the period ended
December 31, 2005. These financial statements are the respansibility of the Company’s management.
Gur responsibility is fo express an opinion on these financial siatements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain
regscnable assurance about whether the financial statements are free of material misstatement. An
audit includes examining, on a fest basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and significant
astimates made by management, as well as evaluating the overall financial statement presentation.
We believe that our audits provide a reasonable basis for our opinion,

In our opinion, such consolidated financial statements present fairly, in all material respecis, the
financial position of Sempra Energy and subsidiaries as of Dacember 31, 2005 and 2004, and the
results of their operations and their cash flows for each of the three years in the period ended
December 31, 2005, in conformity with accounting principles generally accepted in the United States of
America.

As described in Note 1 to the financial statements, the Company adopted Finangial Accounting
Standards Board Interpretation No. 47, Accounting for Conditional Asset Retirement Obligations, an
interpretation of FASB Statement No. 143, effective December 31, 2005, Financial -Accounting
Standards Board interpretation No. 46, Consclidation of Variable Interest Entities — an Inferpretation
of ARB No. 51, effective December 31, 2003, and the rescission of EITF lssue No. 98-10, Accounting
for Confracts Involved in Energy Trading and Risk Management Activities, effective January 1, 2003.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the effectiveness of the Company’s internal control over financial repeorting as of
December 31, 2008, based on the criteria established in fnfernal Conirol — Infegrated Framework
issued by the Committee of Sponsoting Organizations of the Treadway Commission and our report
dated February 21, 2006 expressed an ungualified opinion on management's assessment of the
effectiveness of the Company’s internal control over financial reporting and an ungualifisd apinion on
the effectiveness of the Comupany's internal contral over financial reporting.

W ¢ Tonhe LLP

San Diego, California
February 21, 2006
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SEMPRA ENERGY
STATEMENTS OF CONSOLIDATED INCOME

Years ended December 31,

{Dollars in millions, except per share amounts) 2005 2004 2003
OPERATING REVENUES
California utilities $ 7,042 $ 6195 & 5.7M
Sempra Global and parent 4,695 3,239 2,100
Total operating revenies 11,737 8,434 7,891

OPERATING EXPENSES
California utilitias:

Cost of natural gas 3,232 2,593 2,071

Cost of electric fuel and purchased power 624 576 541
Other cost of sales 2,715 1,741 1,204
Litigation expense 551 150 T2
Other operating expenses 2,634 2,243 2,108
Depreciation and amortization 646 621 615
Franchise fees and other taxes 251 236 230
Gains on sale of assets, net (112) (15} (15)
impairment losses 85 8 122

Total operaling expenses 10,626 8,153 6,948

Operating income 1,111 1,281 943
Other income, net (Nole 1) 51 33 (40)
Interest income 75 69 104
interest expense (311) (322) (308)
Praferred dividends of subsidiaries 10) (10) 4I)]
Trust preferred distributions of subsidiary _— — (9
Income from continuing operations before income taxes and equity in

earnings of certain unconsofidated subsidiaries 916 1,061 680
Income tax expense 42 193 47
Equity in income of certain unconsolidated subsidiaries (Note 3) 55 62 62
Income from continuing operations 929 920 695
Discontinued operations, net of tax (Note 4) 1B (25) —
Incame before cumulative effect of changes in accounting principles 920 895 695
Cumulative effect of changes in accounting principles, net of tax

(Note 1) — — (46)
Net Income $ 920 $ 895 $ 649
Basic earnings per share!

Income from continuing operations $ 378 § 403 $ 3.29

Discontinued operations, net of tax (0.04) {0.11) —

Cumulative effect of changes in accourding principles, net of tax — -— (0.22)

Net income ' $ 374 $ 392 $ 307

Weighted-average number of shares outstanding (thousands) 245,208 228,271 211,740
Diluted earnings per share:

Income from continuing operations $ 369 $ 383 $ 324

Discontinued operations, net of tax {0.04) {0.10) —

Cumulative effect of changes in accounting principles, net of tax — — (0.21)

Net income $ 365 $ 383 $ 303

Weighted-average number of shares outstanding (thousands) 252,088 233,852 214,482
Dividends declared per share of comimon stock $ 118 $ 1.00 $ 1.00

See notes to Consolidated Financial Statements.
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SEMPRA ENERGY
CONSOLIDATED BALANCE SHEETS

(Dollars in millions)

Dacembar 31,
2005

December 31,
2004

ASSETS
Current assets:
Cash and cash equivalents
Short-term investments
Trade accounts receivable, net
Other accounts and notes receivable, net
Due from unconsolidated affiliates
Deferred income taxes
Interest receivable

Trading-related receivabies and depasits, net

Derivative trading instruments
Commeodities owned
Regulatory assets

Inventories

Other

Current asssts of continuing operations
Current assets of discontinued operations

Total current assets

investmenits and other assets:
Due from unconsolidated affiiates

Regulatory assets arising from fixed-price contracts and other

derivatives
Other regulatory assets
Nuclear decomrmissioning trusts
Investments
Sundry

Total investments and other assets

Property, plant and equipment:
Property, plant and eguipment

Less accumuiated depreciation and amortization

Property, plant and equipment, net
Total assets

$ 7712 $ 419
12 15
998 950
194 82
3 4
132 15
29 80
3,370 2,608
4,502 2,339
2,498 1,547
255 255
212 172
291 222
13,268 8,708
50 70
13,318 8,778
21 42
398 500
713 751
628 812
1,104 1,164
920 844
3,794 3,613
17,564 16,203
(5,463) (5.117)
12,101 11,086
$29,213 $23,775

Ses notes io Consolidated Financial Statements.
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SEMPRA ENERGY
CONSOLIDATED BALANCE SHEETS

December 31, December 31,
(Doltars in millions) 005 2004
LIABILITIES AND SHAREHOLDERS' EQUITY
Current liabilities:
Short-term debt $ 1,062 $ 405 .
Accounts payable — trade 1,272 1,020
Accounts payable — other 140 106
Income taxes payable 68 187
Trading-related payables 4,127 3,182
Derivative trading instruments 3,246 1,484
Commodities sold with agreement to repurchase 634 513
Dividends and interest payable 140 123
Reguiatory balancing accounts, net 192 508
Fixed-price contracts and other derivatives 130 157
Current pottion of long-term debt 101 398
Due to unconsolidated affiliates — 205
Other 1,035 71786
Current liabilities of continuing operations 12,147 9,065
Current liabilities of discontinued operations 10 17
Total current liabilities 12,157 9,082
Long-term debt 4,823 4,192
Deferred credits and other liabilities:
Due to unconsolidatad affiliate 162 162
Customer advances for constructicn 110 97
Postretirement benefits other than pensions 121 129
Deferred income taxes 245 420
Deferred investment tax credits 73 78
Regulatory liabilities arising from removal abligations 2,313 2,692
Asset retirement obligations 958 326
Other regulatory liabilities 200 199
Fixed-price contracts and other derivatives 400 500
Deferred credits and other 1,312 854
Total deferred credits and other liabilities 5,894 5,457
Prefatred stock of subsidiaries 179 179
Commitments and contingencies (Note 15)
SHAREHOLDERS' EQUITY
Preferred stock (50 million shares authorized; none issued) e —
Common stock (750 million shares authorized; 257 million and
234 million shares outstanding at December 31, 2005 and 2004,
respectively) 2,958 2,301
Retained earnings 3,588 2,961
Deferred compensation reiating to ESOP {28} {32)
Accumulated other comprehansive incoms (loss) {358) (365)
Total shareholders’ equity 6,160 4,865
Total liabilities and shareholders' equity $29,213 $23,775

See notes to Consolidated Financial Statements.
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SEMPRA ENERGY
STATEMENTS OF CONSOLIDATED CASH FLOWS

Years ended December 31,

{Collars in millions) 2005 2004 2003
CASH FLOWS FROM OPERATING ACTIVITIES
Net income $ 920 $ 895 $ 649
Adjustments to reconcile net income to net cash provided by
operating activities
Loss from discontinued operations, net of tax 9 25 —_
Depreciation and amortization 646 621 615
Gains on sale of assets, net (112) (15) (15)
Impairment losses 85 8 122
Deferred income taxes and investment tax credits {283) 13 (118)
Non-cash rate reductich bond expense 68 75 68
Equity in income of unconsolidated affiliates {66) (36) {5)
Cumulative effect of changes in accounting principles,
net of tax — —_ 46
Other {50) (6} 27
Net changes in other working ¢apital components {1,169) (395) (158)
Changes in oiher assels 27 (127) {18)
Changes in other lighilities 451 (27) (28)
Net cash provided by continuing operations 526 1,031 1,185
Net cash used in discontinued operations (5 {30) —
Net cash provided by aperating activities 521 1,001 1,185
CASH FLOWS FROM INVESTING ACTIVITIES
Expenditures for property, plant and equipment (1,404) (1,083) (1,049)
Praceeds from sale of assets 277 377 29
Procesds from disposal of discontinued operations 5 157 —
Investments in and acquisitions of subsidiaries, net of cash
acquired {86) {74) (202)
Purchases of nuclear decommissioning and other trust
assets {299) {319) (330}
Proceeds from sales by nuclear decommissioning and other
trusts 262 262 283
Dividends received from unconsolidated affiliates 72 59 72
Increase in loans to affiliates, net — — (99)
Other (12) 10 4
Net cash used in invesling activities (1,185) (611) (1,282)
CASH FLOWS FROM FINANCING ACTIVITIES
Common dividends paid (268) {195) (182)
Issuances of common stock 694 110 505
Repurchases of common stock (95) 5) (7)
Issuances of long-term debt 762 Qg7 000
Payments on long-term debt (532) {1,670) (601)
Redemption of mandatoriiy redeemable preferred securities (200) — —
Increase (decrease) in short-term debt, het 662 387 (518)
Other (6) (14) (8)
Net cash provided by (used in) financing activities 1,017 (380) 89
Increase (decrease) in cash and cash equivalents 353 10 (18)
Cash and cash squivalents, January 1 419 409 427
Cash and cash equivalents, December 31 $ 772 $ 419 $ 409

See notes to Consolidated Financial Statements.
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SEMPRA ENERGY
STATEMENTS OF CONSOLIDATED CASH FLOWS

Years ended December 31,

{Dollars in millions) 2005 2004 2003
CHANGES IN OTHER WORKING CAPITAL COMPONENTS
{Excluding cash and cash equivalents, and debt due within one year) .
Accounts and notes receivable $ (92) $(303) F(191)
Net trading assets (1,062) (454) 59
Income taxes, net {86) (64) 72
Inventories (40) (26) (12)
Regulatory balancing accounts (321) 79 (165)
Regulatory assets and liabilities 4) (23) (30)
Other current assets (38) (31) (8)
Accounts payable 283 300 75
Other current liabilities 191 127 33
Net changes in other working capital componenis $(1,169) $(395) §(158)
SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION
Interast payments, net of amounts capitalized $ 295 $ 318 $ 296
Income tax payments, net of refunds $2564 $118

See notes to Consolidated Financial Statements,
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SEMPRA ENERGY

STATEMENTS OF CONSOLIDATED CHANGES IN SHAREHOLDERS' EQUITY

Years ended December 31, 2005, 2004 and 2003

Daferred  Accumulated

Compensation Other Total
Comprehensive Common Retained elating to Comprehepsive Sharehclders’
(Dollars in miliicns) income  Stock Earnings ESOP  Income (Loss) Equity
Balance at December 31, 2002 $1,436  $1,861 $(33) $(439) %2825
Net income $649 649 640
Comprehensive income adjustmeants:
Foreign currency transfation gains
{Nofe 1) 57 57 57
Pension {16) {16) (16}
SFAS 133 (3) (3) (3)
Comprehensive income $687
Comman stock dividends declared {212) (212)
Equity units adjustment 6 -
Quasi-reorganization adjusiment (Note 1) 19 19
lasuance of cormmon stock 553 553
Tax beneiit related 10 employae stock
oplions 13 13
Repurchase of common stock (8) (8)
Commen stock released from ESOP 7 (2) 5
Balance at December 31, 2003 2,028 2,298 (35) (401) 3,800
Net income $805 8856 8956
Comprehensive income adjustments:
Foreign currency translalion gains
(Note 1) 40 40 40
Pension 28 28 28
Available-for-sale securities 4 4 4
SFAS 133 (38) (38} (36)
Comprehensive income 5931
Caommeon stock dividends declared (232) (232)
Quasi-raorganization adjusimeni (Note 1) 86 86
Issuance cof common stock 172 172
Tax benefit related to employee stock
aptions 16 16
Repurchase of common stock (& {5)
Common stock released from ESOP 4 3 7
Balance at December 31, 2004 2,301 2,961 (32) {365) 4,866
MNeai income $920 920 920
Comprehensive income adjustments:
Foreigh cutrency translation gains
{Note 1} 30 30 a0
Available-for-sale securities ) 4) (4)
SFAS 133 (19) {19} (19)
Comprehensive income ga27
Commen stock dividends declared (293) {293)
Issuance of camman stock 720 720
Tax benefit related to employee stock
options 26 26
Repurchase of common stock (95) (95)
Common stock released from ESOP 6 4 10
Balance at Decembar 31, 2005 $2,9583 §$3,588 $(28) $(358) $6,160

See notes to Consolidated Financial Statements,
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1. SIGNIFICANT ACCOUNTING POLICIES AND OTHER FINANCIAL DATA
Principles of Consolidation

The Consolidated Financial Statements include the accounts of Sempra Energy (the company); its
majority-owned subsidiaries and in 2004 the variable-interest entities of which the company was the
primary beneficiary. Investmenis in affiliated companies over which Sempra Energy has the ability to
exercise significant influence, but not control, are accounted for using the equity method. Furiher
discussion of investments in unconsolidated subsidiaries is provided in Note 3. All material
intercompany accounts and fransactions have been eliminated.

In connection with charges related to litigation, the significant instances of which are discussed in Note
158, Sempra Energy management determines the allocation of the charges among its business units
based on the extent of their involvement with the subject of the Litigation.

Guasi-Reorganization

In 1993, Pacific Enterprises (PE) effected a quasi-reorganization for financial reporting purposes as of
December 31, 1992. Certain of the liabilities established in connection with the quasi-reorganization
were favorably resolved in 2003 and 2004, resulting in adjustments to common equity in these years,
The remaining liabilities will be resolved in future years and management believes the provisions
established for these matters are adequate.

Use of Estimates in the Preparation of the Financial Statements

The preparation of financial statements in conformity with accounting principles generally accepted in
the United States of America (GAAP} requires management to make estimates and assumptions that
affect the reported amounts of revenues and expenses during the reporting pericd, and the reported
amounts of assets and liabilities and the disclosure of contingent assets and liabilities at the date of the
financial statements. Although management believes the estimates and assumptions are reasonable,
actual amounts can differ significantly from those estimates.

Basis of Presentation
Certain prior-year amaunts have been reclassified to conform to the current year's presentation.

Regulatory Matters
Effects of Regulation

The accounting policies of the company’s principal utility subsidiaries, San Diego Gas & Electric
Company (SDG&E) and Southern California Gas Company (SoCalGas) (collectively, the California
Utilities), conform with GAAP far regulated enterprises and reflect the policies of the California Public
Utilities Commission {CPUC) and the Federal Energy Regulatory Commission (FERC).

The California Utilities prepare their financial statements in accordance with the provisions of
Statement of Financial Accounting Standards (SFAS) 71, Accounting for the Effects of Certain Types
of Regulation, under which a regulated utility records a regulaiory asset if it is probable that, through
the ratemaking process, the utility will recover that asset from customers. To the exient that recovery is
no longer probable as a result of changes in regulation or the utility's competitive position, the related
regulatory assets would be writtan off. In addition, SFAS 144, Accounting for the Impairment or
Disposat of Long-Lived Assels, requires that a loss be recognized whenever a regulator excludes all or
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part of utility plant or regulatory assets from ratebase. Regulatory liabilities represent reductions in
future rates for amounts due to customers. Information concerning regulatory assets and liabilities is
provided below in “Revenues,” "Regulatory Balancing Accounts” and "Regulatory Assets and
Liabilities.”

Regulatory Balancing Accounts

The amounts included in regulatory balancing accounts at December 31, 2005, represent net payables
{(payables net of raceivables) of $13 million and $179 million for SoCalGas and SDG&E, respectivaly.
The corresponding amounts at December 31, 2004 were net payables of $178 million and $331 millian,
respectively.

Except for certain costs subject fo balancing account treatment, fluctuations in most operating and
maintenance accounts affect utility earnings. Balancing accounts provide a mechanism for charging
utility customers the amount actually incurred for certain costs, primarily commodity costs. The CPUC
has also approved balancing account treatment for variances between forecast and actual for
SoCalGas' and SDGE&E's volumes and commodity costs, eliminating the impact on earnings from any
throughput and revenue variances frem adopted forecast levels. Additional information on regulatory
matters is included in Notes 13 and 14.

- Regulatory Assets and Liabilities

In accerdance with the accounting principles of SFAS 71, the company records regulatory assets and
regulatory liabilities as discussed above.

Regulatory assets (liabilitios) as of December 21 relate {o the following matters:

{Dollars in millions) 2005 2004
SDGRE
Fixed-price contracts and other derivatives $ 473 § 500
Recapture of temporary rate reduction® 116 183
Deferred taxes recoverable in rates 294 278
Unamortized loss on retirement of debt, net 42 46
Employee benefit costs 174 160
Removai obligations** {1,216) (1,248)
Cther 36 29
Total {81) (50)
SoCaiGas
Fixed-price contracts and other derivalives 49 148
Environmental remediation 39 42
Unamorlizad loss on retirement of dabt, net 40 44
Removal obligations** (1,097) (1,446)
Deferred taxes refundable in rates {200) (199)
Employee benefit costs 97 65
Other 3 7
Total (1,069) (1,339)
Total $(1,150)  $(1,389)

* In connection with electric industry restructuring, which is described in Nofe 13, SDG&E
temporarily reduced rates to its small-usage customers. That reduction is baing recovered in rates
through 2007,

**  This is related to SFAS 143, Accounting for Asset Retirement Obligations, which is discussed
below in “New Accounting Standards.”
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Net regulatory assets (liabilities) are racorded on the Consolidated Balance Shests at December 31 as
follows:

{Dallars in millions) 2005 2004
Current regulatory assets $ 265 $ 255
Noncurrent regulatory assets 1,111 1,251
Current regulatory liabilities* (3) (4)
Noncurrent regulatory liabilities (2,513) (2,891)
Total $(1,150)  $(1,389)

* Included in Other Current Liabilities.

All of these assets either earn a return, generally at short-term rates, or the cash has not yet been
expended and the assets are offset by liabilities that do not incur a carrying cost.

Cash and Cash Equivalents

Cash equivalents are highly liguld investments with maturities of three months or less at the date of
purchase.

Non-cash Investing and Financing Activities

Property, Plant and Equipment increased by $45 million in 2005 as a result of changes in unpaid
construction costs. (Comparable changes in 2004 and 2003 were not material.} Also in 2005, the
company acquired subsidiary assets of $126 million and assumed related liabilities of $55 million, for a
net cash payment of $71 million. In 2003 the company consolidated variable interest entities (as
discussed further under *New Accounting Standards” below) with assets of $820 million and liabilities
of $881 million.

Restricted cash

Restricted cash was $12 million and $15 million at December 31, 2005 and 2004, respectively. The
amounts are included in current assets under the caption Short-term Investments and primarily serve
as cash collateral for certain debt agreements.

Collection Allowances

The allowance for doubtful accounts was $12 million, $8 million and $19 million at December 31, 2005,
2004 and 2003, respectively. The company racarded provisions for doubtful accounts of $13 million,
$12 million and $56 million in 2005, 2004 and 2003, respeciively.

The allowance for realization of trading assets was $64 million, $56 million and $87 million at
December 31, 2005, 2004 and 2003, respeactively. The company recorded provisions {reduction thereof)
for trading assets of $30 miliion, $3 million and $(4) million in 2005, 2004 and 2003, respectively.

Trading Instruments

Trading assets and trading liabilities (described further in Note 10) include option premiums paid and
received, unrealized gains and losses from exchange-traded futures and options, over-the-counter
(OTC) swaps, forwards, physical commodities and options. Trading instruments are recorded by
Sempra Commodities on a trade-date basis and the majority of such derivative instruments are
adjusted daily to current market value. Unrealized gains and losses on OTC transactions reflect
amounts which would be received from or paid to a third party upon net settlement of the contracts.
Unrealized gains and |losses on OTC transactions are reported separately as assets and liabilities
unless a legal right of setoff exists under an enforceabie netting arrangement.
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Futures and exchange-traded option transactions are recorded as contractual commitments on a trade-
date basis and carried at current market value based on current closing exchange guotations.
Derivative commodity swaps and forward transactions are accounted for as contractual commitments
on a trade-date basis and carried at fair value derived from current dealer quotations and underlying
commodity-exchange guotations. OTC options are carried at fair value based on the use of valuation
modeis that utilize, among other things, current interest, commadity and volatility rates. For long-dated
forward transactions, current market values are derived using internally developed valuation
methodologies based on available market information. When there is an absence of observable market
data at inception, the value of the transaction is its cost. Where market rates are not quoted, current
interest, commodity and volatilily rates are estimated by reference to current market levels. Given the
nature, size and timing of transactions, estimated values may differ significantly from realized values.
Changes in market valuas are reflected in net income. Although irading instruments may have
stheduled maturities in excess of one year, the actual settlement of these transactions can occur
sooner, resulting in the current classification of trading assets and liabilities on the Consolidated
Balance Sheets.

Energy transportation and storage contracts are recorded at cost, and energy commodity inventory is
recorded at the lower of cost or market. However, metals inventories continue to he recorded at fair
value in accordance with Accounting Research Bulletin (ARB) No. 43, Restaternent and Revision of
Accounting Research Bulfetins.

Inventories

At December 31, 2005, inventory shown on the Consolidated Balance Sheets, which does not include
Commadities Qwned (which is shown as a separate caption on the balance sheets), included natural
gas of $140 million, and materials and supplies of $72 million. The corresponding balances at
December 31, 2004 were $115 million and $57 million, respectively. Natural gas at the California
Utilities ($140 miltion and $111 million at December 31, 2005 and 2004, respectively) is valued by the
last-in first-out {LIFO) method. When the California Utllities' inventory is consumed, differences
between the LIFC vaiuation and replacement cost are reflected in customer rates. Materials and
Supplies at the California Utilities are generally valued at the lower of average cost or market.

Income Taxes

Income tax expense includes current and deferred income faxes from operations during the year. In
accordance with SFAS 109, Accounting for Income Taxes, the company records deferred income
taxes for temporary differences between the book and tax bases of asseis and liahilities. Invesiment
tax credits from prior years are being amortized to income by the California Utilities over the estimated
service lives of the properties. Other credits, mainly low-income housing and synthatic-fusl tax credits,
are recognhized in income as earned. The company follows certain provisions of SFAS 108 that permit
regulated enterprises to recognize regulatory assets or liabilities to offset deferred tax liabilities and
assets, respactively, if it is probable that such amounts will be recovered from, or returned to,
customers. The company follows Accounting Principles Board Opinion (APBO) 23, Accounting for
Ihcome Taxes — Special Areas, in recording deferred taxes for investments in foreign subsidiaries and
the undistributed earnings of foreign subsidiaries.

Property, Plant and Equipment

Froperty, Plant and Equipment primarlly represents the buildings, equipment and other facllities used
by the California Utilities to provide natural gas and electric utility services, and by Sempra Generation.

The cost of plant includes labor, materials, contract services, and certain expenditures incurred during
a major maintenance outage of a generating plant. Maintenance costs are expensed as incurred. In
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addition, the cost of utility plant includes an allowance for funds used during construction {(AFUDC).
The cost of non-utility plant includes capitalized interest. The cost of most retired depreciable utility
plant minus salvage value is charged to accumulated depreciation.

Property, plant and equipment balances by major functional categories are as follows:

Froperty. Plant and

Equipment at Depreciation rates for years ended
December 31, December 31,
(Dollars in billions) 2005 2004 2005 2004 2003
Califarnia Utilities:
Natural gas operations $ 88 $ 8.1 3.66% 3.65% 4.27%
Electric distribution 3.5 34 4.13% 4.11% 4.70%
Electric transmission 1.1 1.0 3.05% 3.06% 3.09%
Other electric 0.6 0.6 9.75% 11.33% 9.53%
Construction work In progress 0.8 0.5 NA NA NA
Total 14.6 13.6
Sempra Global and Parent:
Land and land rights 0.1 0.1
Buildings and leasehold improvements 0.1 0.2
Machinery and equipment
Generating plant 1.4 1.2
Pipelines 0.3 0.3
Other 0.5 0.4
Construction work in progress 0.5 0.3
QOther 0.1 0.1
3.0 26 various various various
Total $17.6 $16.2

Accumulated depreciation and decommissioning of natural gas and electric utility piant in service were
$3.4 billion and $1.8 billion, respectively, at December 31, 2005, and were $3.3 billion and $1.4 billion,
respectively, at December 31, 2004. Depreciation expense is based on the straight-line method over
the useful lives of the assets or, for the California Utilities, a shorter peried prescribed by the CPUC.
Accumulated depreciation for power plants at Sempra Generation was $111 million and $47 million at
December 31, 2005 and 2004, respectively. Depreciation expense is computed using the straight-line
method over the asset’s estimated original composite useful life or the remaining term of the site
leases, whichever is lower.

AFUDC, which represents the cost of debt and equity funds used to finance the construction of utility
plant, Is added to the cost of utility plant. Although it is not a current source of cash, AFUDC increases
income and is recorded partly as an offset to interest charges and partly as a component of Other
Income, Net in the Statements of Consolidated Income. AFUDC amounted ta $19 million, $18 million
and $29 million for 2005, 2004 and 2003, respectively. Total capitalized carrying cosis, including
AFUDC and the impact of Sempra Generation's construction projects, were $48 milfion, $27 million
and $55 million for 2005, 2004 and 2003, respectively. .

Goodwill and Intangible Assets

Goodwill represents the excess of the purchase price over the fair value of the net assets of acquired
companies. Goodwill is not amortized, but is tested annually for impairment in accordance with SFAS
142, Goodwill and Other Intangible Assets.
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There were no changas in the carrying amount of goodwill (included in Moncurrent Sundry Assets on
the Consolicdated Balance Sheets) since January 1, 2004. As of December 31, 2005, goodwill is
recorded as follows:

(Dollars in millions)

Sempra Commodities $164
Sempra Generation 18
Other 6

$188

tn addition, the unamortized goodwill related to unconsclidated subsidiaries (included in investments
on the Consolidatad Balance Sheets), primarily those located in South America, was $291 million and
$296 million at December 31, 2005 and 2004, respectively, before foreign-currency transiation
adjustments. Including foreign-currency iranslation adjustments, these amounts were $258 million and
$238 million, respectively. Other intangible assets were not material at December 31, 2005 or 2004,

Long-Lived Assets

The company periodically evaluates whether events or circumstances have occurred that may affect
the recoverability or the estimated useful lives of jong-lived assets, the definition of which does not
include unconsolidated subsidiaries. Impairment of long-livad assets occurs when the estimated future
undiscounted cash flows are less than the carrying amount of the assets. If that comparison indicates
that the asseis’ carrying value may be permanenily impaired, the potential impairment is measured
based on the differance between the carrying amount and the fair value of the assets based on quoted
market prices or, if market prices are not available, on the estimated discounted cash flows. This
calculation is performed at the lowest level for which separately identifiable cash flows exist. Further
discussion of SFAS 144 is provided in "New Accounting Standards.” During 2005 impairments included
pre-tax write-downs of $66 million at Sempra Generation and $6 million ai Sempra Pipelines & Storage
for abandoned projects. Impairments in 2003 included a $77 million hefore-tax write-down of the
carrying value of the assets of Frontier Energy, a small utility subsidiary of Sempra Pipelines &
Storage, and a $24 million before-tax write-down of the carrying value of the assets at Atlantic
Electric & Gas Limited (AEG). This is discussed further in “New Accounting Standards” below and in
Ncte 4. The cairying value of unconsolidated subsidiaries is evaluated for impairment based on the
requirements of APBQO 18, The Equity Method of Accounting for Investments in Common Stack.

Nuclear Decommissioning Liability

At December 31, 2005 and 2004, SDG&E had asset retirement obligations of $339 million and $328
million, respectively, and related regulatory liabifities of $346 million and $333 million, respectively,
related to nuclear decommissioning, in accordance with SFAS 143, Information about San Onofre
Nuclear Generating Station (SONGS) decommissioning costs is included below in "New Accounting
Standards.”

Legal Fees

t.egal fees that are associated with a past event for which a contingant liability has heen recorded are
accrued when it is probable that fees also will be incurrad.

Comprahensive Income

Comprehensive income includes all changes, except those resulting from investments by owners and
distributions tc owners, in the equity of a business enterprise from transactions and other gvents,
including foreign-currency translation adjustments, minimum pension liability adjustments and certain
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hedging activities. The components of other comprehensive income, which consists of all these
changes other than net income as shown on the Statements of Consolidated Income, are shown in the
Statements of Consolidated Changes in Sharehclders’ Equity.

The components of Accumulated Other Comprehensive Income (Loss), net of income taxes at
December 31, 20085 (in millions of dollars) are as follows:

Foreign-currency translation loss $(264)
Financial instruments, net of $30 income tax benefit (58)
Minimum pension liability adjustments, net of $25 income tax benefit (386)
Balance as of December 31, 2005 $(358)

Stock-Based Compensation

The company has stock-based employee compensation plans, which- are described in Note 9. The
company accounts for these plans under the recognition and measurement principles of APBO 25,
Accounting for Stock fssued fo Employees, and related Interpretations. Employee compensation cost is
reflected in net income in all years for restricted stock awards, and in 2005, for the acceleration in
vesting for certain options. The following table provides the pro forma effects of recognizing
compensation expense in accordance with SFAS 123, Accounting for Stock-Based Compensation:

Years ended December 31,

{Dollars in millions, except per share amounts) 2005 2004 2003
Nat income as reported $920 $ 895 $ 649
Stock-based employee compensation expense reported in net income,

net of tax 37 24 13
Total stock-hased employee compensation under fair-value method for

all awards, net of {ax (43) (30) (20)
Pro forma net income $914 $889 $642
Earnings per share:

Basic — as reported $3.74 $3.92 $3.07

Basic — pro forma $3.72 $3.89 $3.03

Dituted — as reported $3.65 $3.83 $3.03

Diluted — pro forma $3.63 $3.80 $2.99
Revenues

Revenues of the California Utilities are primarily derived from deliveries of electricity and natural gas to
customers and changes in related regulatory balancing accounts. Revenues from electricity and
natural gas sales and services are recorded under the accrual method and recognized upon delivery.
The portion of SDG&E’s electric commodity that was procured for its customers by the California
Department of Water Resources (DWR) and delivered by SDG&E is not included in SDG&E's
revenues or costs. Commodity costs associated with long-term contracts allocated to SDG&E from the
DWR also are not included in the Statements of Consolidated Income, since the DWR retains legat and
financial responsibility for these contracts. Note 13 includes a discussion of the electric industry
resfructuring. Nalural gas storage contract revenues are accrued on a monthly basis and reflect
reservation, storage and injection charges in accordance with negotiated agreements, which have
terms of up to three years. Operating revenue includes amounts for services rendered but unbilled
(approximately one-hall month's deliveries) at the end of each year. Included in revenues for the
California utilities are revenues of $1.8 billion, $1.7 billion and $1.8 billion for electric and $5.3 billion,
$4.5 hillion and $4.0 billion for natural gas for 2005, 2004 and 2003, respeactively.
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Additional information concerning utility revenue recognition is discussed above under “Regulatory
Matiters."

Sempra Commadities generates a substantial portion of its revenues from market making and trading
activities, as a principal, in natural gas, electricity, petroleum, metals and other commaditiss, for which
it quotes bid and ask prices to end users and other market makers. Principal transaction revenues are
recognized on a trade-date basis, and include realized gains and losses, and the net change in the fair
value of unrealized gains and losses. Sempra Commodities also earns trading profits as a dealer by
structuring and executing transactions. Sempra Commodities utilizes derivative instruments to reduce
its exposure to unfavorable changes in market prices, which are subject to significant and volatile
fluctuation. These instruments include futures, forwards, swaps and options.

Options, which are either exchange-traded or directly negotiated between counterparties, provide the
nolder with the right to buy from or sell fo the other party an agreed amount of a commodity at a
specified price within a specified period or at & spacified time. As a writer of aptions, Sempra
Commodities generally receives an option premium and then manages the risk of an unfavorable
change in the value of the underlying commodity by entering into offsetting transactions or by other
means.

Forward and future transactions are contracts for delivery of comimodities in which the counterparty
agrees to make cr take delivery at a specified price. Commodity swap fransactions may involve the
exchange of fixed and floating payment obligations without the exchange of the underlying commaodity.
Sempra Commodities’ financial instruments represent contracts with counterparties whereby payments
are linked to or derived from market indices or on terms predetermined by the contract.

Non-derivative contracts are being carried at cost and accounted for on an accrual basis and,
therefore, the related profit or loss will be recognized as the confract is performed. Derivative
instruments are discussed further in Note 10.

Sempra Generaiion's revenues are derived primarily from the sale of electric energy to governmental
and wholesale power marketing entities and are recognized as the energy is delivered in accordance
with the provisions of Emerging Issues Task Force (EITF) 91-6, Revenue Recognition of Long-term
Power Supply Confracts, and EITF 96-17, Revenue Recognition Under Long-term Power Salss
Contracts that Contain Both Fixed and Variable Terms. During 2005 and 2004, electric energy sales to
the DWR accounted for a significant portion of Sempra Generation’s revenues. A small portion of
Sempra Generation’s revenue is generated from energy-related products and services to commetcial,
industrial, government and institutional markets.

The consolidated foreign subsidiaries of Sempra Pipelines & Storage, all of which operate in Mexico,
recognize revenue as deliveries are made similar to the California Utilities, except that SFAS 71 is not
applicable due to the different regulatory environment.

Foreign Currency Transiation

The: assets and liabilities of the company's foreign operations are translated into U.S. dollars at current
exchange rates, and revenues and expenses are franslated at average exchange rates for the year.
Resulting translation adjustments do not enter into the calculation of net income or retained earnings
{uniess the operation is being discontinued), but are reflected in Comprehensive Income and in
Accumulataed Other Comprahensive income, a component of sharsholders’ equity, as described above.
To reflect the fluctuation in the value of the Argentine peso, the functional currency of the company's
Argentine operations, Sempra Pipelines & Storage adjusted its investment in its two Argentine natural
gas utlity holding companies downward by $3 million, downward by $1 milion and upward by $26
million in 2005, 2004 and 2003, respectively. A similar adjustment has been made to its investment in
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Chile to reflect the fluctuation in the value of the Chilean peso, the functional currency of the
company'’s Chilean operations, upward by $32 million in 2005, $22 million in 2004 and $43 million in
2003. These non-cash adjustments did not affect net income, but did affect Comprehensive Income
and Accumulated Other Comprehensive Income (Loss). Smaller adjustments have been made to other
operations where the U.S. dollar is nat the functional currency. Additional information cencerning these
investments is described in Note 3.

Currency transaction gains and losses in & currency other than the entity’s functional currency are
included in the calculation of consolidated net income. The company recorded $1 million of currency
transaction gains in 2005 and $8 million of currency transaction losses in 2003,

Transactions with Affiliates
L.oans fo Unconsolidated Affitiates

in December 2001, Sempra Pipelines & Storage issued two U.S. dollar denominated loans totaling $35
million and $22 million to its affiliates Camuzzi Gas Pampeana S.A. and Camuzzi Gas del Sur S.A.,
respectively. These lgans have variable interest rates (11.54% at December 31, 2005) and are due in
October 2006 and June 2006, respectively. The balances outstanding under the notes were $21 milfion
and $42 million at December 31, 2005 and 2004, respectively. These amounts are included in
non-current assets under Due from Unconsolidated Affiliates, because company management does
not expect to request payment in 2006.

Loans from Unconsolidated Affifiates

At both December 31, 2005 and 2004, Sempra Pipelines & Storage had long-term notes payable to
affiliates which include $80 million at 6.47% due April 1, 2008 and $100 million at 8.62% dus April 1,
2011. The loans are due to Chilquinta Energia Finance Co. LLC and are secured by Sempra
Pipelines & Storage’s investments in Chilguinta Energia S.A. and Luz dal Sur S.A A (Luz del Sur),
which are discussed in Note 3.

In February 2000, a wholly owned subsidiary trust of the company issued $200 million of preferred
stock in the form of 8.80% Cumulative Quarterly Income Preferred Securities, Series A (QUIPS). The
company redeemed the $200 million of mandatorily redeemable trust preferred securities in February
2005.

Revenues and Expenses with Unconsclidated Affiliates

During the first seven months of 2005 and in all of 2004, Semora Generation recorded $38 million and
$80 million, respectively, in sales to El Dorado, then an unconsolidated affiliate, and recorded $43
million and $71 million, respectively, of purchases from El Dorado for those same periods. Sempra
Energy purchased the remaining 50% interest in EI Dorado in July 2005 and consolidated El Dorado in
its financial statements. Additicnally, during 2005 and 2004, Sempra Commodities recorded $85 miliion
and %28 million, respectively of purchases from Topaz Power Partners (Topaz), an unconsolidated
affiliate. Sales tc Topaz were $213 million and $74 million in 2005 and 2004, respectivaly.

Capitalized Interest

The company recorded $33 million, $12 million and $34 million of capitalized interest for 2005, 2004
and 2003, respectively, including the portion of AFUDC relatad to debt.

SEMPRA ENERGY 51.



Other incame, Net
Other Incame, Net consists of the following:

Years ended December 31,

{Doltars in millicns) 2005 2004 2003
Equity in income (losses) of unconsclidated subsidiaries {(Note 3) $11 $28)  $(57)
Regulatory interest, net (6) 3 (2)
Allowance for equity funds used during construction 14 14 21
Gain on setflement of Cameron liability —_ 13 —
Sundry, net 32 28 (2)

Total $51 $33  $(40)

New Accounting Standards

SFAS 123 (revised 2004), “Share-Based Payment” (SFAS 123R): In December 2004, the
Financial Accounting Standards Board (FASB) issued SFAS 123R, a revision of SFAS 123, Accounting
for Stock-Basaed Compensation (SFAS 123), which establishes the accounting for transactions in which
an entity exchanges its equity instruments for goods or services received. This statement requires
companies to measure and record the cost of employee services received in exchange for an award of
equity instruments based on the grani-date fair value of the award. The company expecis to adopt the
pravisions of SFAS 123R using a modified prospeclive application. The modified prospective method
requires companies to recognize compensation cost for unvested awards that are cutstanding on the
effective date based on the fair value that the company had originally estimated for purposes of
preparing its SFAS 123 pro forma disclosures, For all new awards that are granted or modified after
the effective date, a company would use SFAS 123R's measurement madel. The effect of adopting
SFAS 123R has nat been determined; however, the pro forma effects of recognizing compensation
expense in accordance with SFAS 123 are discussed above in Stock-Based Compensalion. The
effective date of this statement is January 1, 2008.

SFAS 143, “Accounting for Asset Retirement Obligations” and FASB Interpretation No. (FIN)
47, “Accounting for Conditional Asset Retirement Obligations, an inferpretation of SFAS
143”: Beginning in 2003, SFAS 143 requires entities o racord the presant value of liabilities for future
costs expected to be incurred when assets are retired frcm service, if the retirement process is legally
required. It requires recording of the estimated retirement cost over the life of the related asset by
depreciating the present value of the obligation (measured at the time of the assel's acquisition) and
accreting ihe discount until the liability is setfled. The adoption of SFAS 143 on January 1, 2003
resulted in the recording of an addition to utility ptant of $71 million, representing the company's share
of SONGS' estimated fuiure decommissioning costs (as discounted to the present vaiue at the dates
the units began operation), and accumulated depreciation of $41 million related to the increase to utility
plant, for a net increase of $30 milion. On January 1, 2003, the company recorded additional asset
retirement obligations of $20 million associated with the future retirement of a former powsr plant and
three storage facilities.

In March 20085, the FASB issued FIN 47, "Accounting for Conditional Asset Retirement Obligations, an
interpretatior: of SFAS 143." The intarpretation clarifies that the term “conditional assetf-retirement
obligation” as used in SFAS 143, refers to a legal obligation to perform an asset-retirement activity in
which the timing and/or method of settlement are conditional on a future event that may or may not be
within the control of the entity, FIN 47 requires companias to racognize a liability for the fair value of a
conditional asset-retirement obligation if the fair value of the obligation can be reasonably estimated.

The adoption of FIN 47 on December 31, 2005 resulted in the recording of an addition to utility plant of
$198 million and accumulated depreciation of $74 million related to the increase to utility plant, for a
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net increase of $124 million. In addition, the company recorded a carresponding retirement obligation
liability of $819 million (which includes accretion of that discounted value to December 31, 2005) anc a
regulatory liability of $1.1 hillion to reflect that the California Utilities have collected the funds from
customers mare quickly than FIN 47 would accrete the retirement liability and depreciate the asset.

The adoption of SFAS 143 required the reclassification of utilities’ estimated removal costs collected in
rates, which had historically been recorded in accumulated depreciation, to a regulatory liability. At
December 31, 2005 and 2004, these costs were $200 million and $1.4 billion, respectively, for
SoCalGas, and $724 million and $913 million, respectively, for SDG&E. The change in the balance is
due to the implementation of FIN 47, which reguired the reclassification of disposal costs that
previously have been included in the utilities’ estimated cost of removal obligations to a regulatory
liability and to Asset Retirement Obligations.

In accordance with FIN 47, the company has determined that the amount of ashestos-containing
materials could not be determined and, therefore, no liability has been recognized for the related
removal obiigations. Since mast, if not all, of the cost of removing such materials would be found at the
California Utllities, where the cost of removal would be expected o be recovered in rates, the effect of
not recognizing these liabilities is not material to the company's financial condition or results of
operations. A liability for the obiigations will be recorded in the period in which sufficient information is
available to reasonably estimate the removal cost.

Had FIN 47 been in effect on December 31, 2004, the asset retirement obligation liability would have
heen $583 million as of that date.

Except for the items noted above, the cempany has determined that there are no other material
retirement cbligations associated with tangible long-lived asseis.

Implementation of SFAS 143 and FIN 47 had no significant effect on resuits of operations and is not
expected to have a significant effect in the future.

The changes in the asset retirement obligations for the years ended December 31, 2005 and 2004 are
as follows (dollars in millions):

2005 2004
Balance as of January 1 $348* 3337
Adaption of FIN 47 619
Accration expense 25 24
Payments (16) (10}
Revision of estimated cash flows 1 (3)
Balance as of December 31 $977%  $348*

* The current portion of the obligation is included in Other Current Liabilities on the Consalidated
Balance Sheets.

SFAS 144, “"Accounting for Impairment or Disposal of Long-Lived Assets™: In August 2001, the
FASB issued SFAS 144, which replaces SFAS 121, Accounting for the Impafrment of Long-Lived
Assets and for Long-Lived Assets fo Be Disposed Of. It applies to all long-lived assets. Among other
things, SFAS 144 requires that an impairment loss be recorded if the carrying amount of a long-lived
asset is not recoverable from its undiscounted cash flows.

During the third and fourth quarters of 2003, the company recorded impairment charges of $77 million
and $24 million to write down the carrying value of the assets of Frontier Energy and AEG,
respectively. The Frontier Energy impairment resulted from reductions in actual and anticipated sales
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of naturel gas by the utility. The AEG impairment was due {c lass-than-anticipated customer growth. In
applying the provisions of SFAS 144, management determined the fair value of such assets based on
its estimates of discounted future cash flows.

Puring the fourth quarter of 2005, Sempra Generation recorded a non-cash impairment charge to write
down the carrying value of a turbine set {consisting of two gas turbines and one steam turbine) to their
estimated fair values. The estimated fair value was based on sales of similar assets. The turbine set
was initially purchased in anticipation of constructing one of several electrical generation projects under
davelopment by the company. The impairment resulted from management's strategic raview process
and the decision to indefinitely delay all development projects which might utilize the turbine sets. The
charge is included in Impairment Losses in the Statements of Consolidated Income.

SFAS 154, “Accounting Changes and Error Corrections, a replacement of APBO 20 and FASB
Statement No. 3”: This statement applies to all voluntary changes in accounting principles and to
changes required by an accounting pronouncement in instances where the pronouncement does not
Include specific transition provisions. APBCO 20 previously required that most voluntary changes in
accounting principle be recognized by including in net income of the period of the change the
cumulative effect of changing fc the new accounting principle. SFAS 154 requires retrospective
application to prior periods’ financial statements of changes in accounting principle, unless it is
impracticable fo do so. This statement is effective for accounting changes and corrections of errors
made in fiscal years beglnning after Dacember 15, 2005,

EITF 38-10, “Accounting for Contracis Involved in Energy Trading and Risk Management
Activities”: EITF 98-10 provided for marking to market commaodities and arrangements that are not
marked to market by SFAS 133 unless certain hedging standards specified in SFAS 133 are complied
with. For the company, this consists of contracts involving transportation and storage and certain
inventory, The specified hedging standards have been complied with for a porfion of the oftherwise-
excluded ltems. A substantial majority of the company’s items covered by EITF 98-10 are coverad by
SFAS 133. On January 1, 2003, the company recorded the initial effect of EITF 98-10’s rescission as a
cumulative effect of a change in accounting principle, which reduced after-tax earnings by $29 million.
Neither the cumulative nor the ongoing effect impacts the company's cash flow or liguidity. Additional
information on derivative instruments is provided in Ncte 10.

FIN 46, “Consolidation of Variable Inferest Entities, an interpretation of ARB No. 51”: FIN 48,
as revised by FIN 48R, requires an enterprise to consolidaie g variable intgrest entity (VIE), as defined
in FIN 46, if the company is the primary beneficiary of a VIE's activities.

Sempra Energy adopted FIN 46 on Decamber 31, 2003, resulting in the consolidation of two VIESs for
which it is the primary beneficiary. One of the VIEs (Mesquite Trust) was the owner of the Mesquite
Power plant for which the company had a synthetic lease agreement. The company recorded an
after-tax credit of $9 million in the fourth guarter of 2003 for the cumulative effect of the change in
accounting principle. The company bought out the lease in January 2004 and now owns the plant.

The other VIE is AEG. Consalidation of AEG resulted in Sempra Energy's recording of 100 percent of
ALEG’s balance sheet and results of operations, whereas it previously recorded only its share of AEG's
net operating results. Due to AEG’s consolidation, the company recorded an after-tax charge of $26
million in the fourth quarter of 2003 for the cumulative effect of the change in accounting principle.
During ths first quarter of 2004, Sempra Energy’s board of directors approved management's plan fc
dispose of AEG. Note 4 provides further discussion concerning this matter and the April 2004 disposal
of AEG. Had AEG and the Mesquite Trust been consolidated in 2003, the company's net income for
2003 would have been $662 millicn.
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The $46 million cumulative effect recorded in 2003 on the Statements of Consolidated Income, net of
the tax benefit of $26 million, consists of the following items which are described zbove (dollars in
millions):

FIN 46:
Mesquite Trust $ 9
AEG (26)
Net Charge (17)
EITF 98-10 (29)
Total Charge $(46)

In addition, contracts under which SDG&E acquires power from generation facilities otherwise
unrelated to SDG&RE could result in a requirement for SDG&E {o consolidate the entity that owns the
facility. In accordance with FIN 46, SDG&E is continuing the process of determining whether it has any
such situations and, if so, gathering the information that would be needed to perform the consolidation.
The effects of this, if any, are not expected to significantly affect the financial position of SDG&E and
there would be no effect on rasults of operations or liquidity.

FASB Staff Position (FSP) 109-2, “Accounting and Disclosure Guidance for the Foreign
Earnings Repatriation Provision within the American Jabs Creation Act of 2004”; As discussed
in the 2004 Annual Report, the company continued fo evaluate the repatriation provision throughout
2005, The company has completed its evaluation and will not repatriate any foreign earnings pursuant
to the repatriation provisicn.

NOTE 2. RECENT ACQUISITION AND INVESTMENT ACTIVITY
Sempra Commodities

In 2003, the company acquired rights for the development of Bluewater Gas Storage, a naiural gas
storage facility in Michigan, and in 2004 the company acquired rights for the development of Pine
Prairie Energy Center, a salt-cavern nafural gas storage facility in Evangeline Parish, Louisiana. In
September 2005, Sempra Commedities sold both investments for $253 million.

Sempra Generation

In July 2005, Sempra Generation purchased Reliant Energy’s 50-percent interest in El Dorado Energy
for $132 million (including assumed debt), resulting in Sempra Generation’s having full ownership of
the 480-megawatt (MW) El Dorado power plant located in Bouider City, Nevada.

In July 2004, Sempra Generation began construction of the 550-MW Palomar power plant in
Escondido, California. The project is expected to be compleled in the first half of 2006, at which time it
will ba sold to SDG&E.

In December 2005, Sempra Generation announced pians to sell or refinance its Texas-based power
plants due to the increased market valuation of coal-fired power plants in Texas. The coal-fired assets
involved in the announcement include the company's wholly owned Twin Oaks Power plant (Twin Oaks),
with a carrying value of $128 million at December 31, 2005, and the Coleto Creek Power plant, with a
carrying value of $47 miflion at December 31, 2005, that the company co-owns in the Topaz joint venture
with Carlyle/Riverstons. The joint venture also owns three operating natural gas and oil-fired plants (in
Laredo, San Benito and Corpus Christi, Texas) that were included in the announcement. In January
2006, Sempra Generation announced an agreement for the sale of Twin Qaks for $480 million.
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Sampra LNG

in December 2004, Sempra LNG entered into two contracts for the Energia Costa Azul terminal in Baja
California, Mexico. One is for the consfruction of the terminal at Costa Azul for $500 million and one is
for the constructicn of the proiect's breakwater for $170 million. Through Dacember 31, 2005, Sempra
ILING has made expenditures of $334 million related to Energia Costa Azul. Construction on the
terminal began in early 2005 and the terminal is expected to begin operations in 2008. it is expected fo
cost approximately $800 million and will be capable of processing 1 hillion cubic feet (bef) of natural
gas per day. Sempra Pipelines & Storage will be expanding its Bajs California pipelines to connect
Eneargia Costa Azul to existing natural gas pipelines.

In August 2005, Sempra LNG finalized a contract for the construction of its Cameron LNG
regasification terminal in Hackberry, Louisiana. The contract is valued at approximately $500 miliion.
The terminal is currently designed to supply 1.5 hef of natural gas per day. In January 20086, Sempra
LNG received approval from the FERC to begin the mandatory pre-filing process to expand the
terminal’s production capacity to 2.65 bcf per day. The total cost of the project, including the preposed
gxpansion, is expected tc be $950 million. |n addition, total rent payments and wharfags fees related to
the plant’s land lease are expected to be $47 million over 30 years. The Initial construction of Cameron
is scheduied to be completed in late 2008 and the proposed expansion is scheduled for compietion in
2(10. Grading for the terminal began in August 2005.

Sempra Pipelines & Storage

Sempra Pipelines & Storage will be expanding its existing pipelines in Baja California, Mexico, and
adding a spur line tc connect Sempra LNG's Energia Costa Azul terminal to existing natural gas
pipelines. The sstimated costs related to the connection of Energia Costa Azul to these lines is $200
miltion. The expansion is expected to he completed in early 2008,

In July 2004, the company acquired the rights to develop Liberty Gas Storage (Liberty), a sali-cavern
natural gas storage facility located in Calcasieu Parish, Louisiana. In May 2005, Proliance
Transportation and Storage, LLC acquired a 25-percent ownership in Libetty from the company. In
December 2005, the company received gutharization rom the FERC to construct and operate Liberty.
The facility will provide 17 bef of working natural gas capacity for storage and will be connected to the
Cameron and Paort Arthur Pipelines. These two new pipelines under development by Sempra
Pipelines & Storage will connect area liquefied nafural gas (LNG) regasification terminals to the
interstate gas transmission system. Liberty is estimated to cost $172 million and is expected to begin
operations in September 20086.

NOTE 3. INVESTMENTS IN UNCONSOLIDATED SUBSIDIARIES

Investments are generally accounted for under the equity method when the company has an
ownership interest of twenty to fifty percent. in these cases, the company’s pro rata shares of the
subsidiaries’ net assets are included in Investments on the Consolidaied Balance Sheets, and are
adjusted for the company’s share of each investee’s earnings or losses, dividends and foreign currency
translation effects. Equity in earnings of unconsolidated subsidiaries that is recorded before income tax
is reported in Other Income, Net on the Statements of Consolidated Income. Equity earnings recerded
net of income tax recorded by the subsidiary are reported in Eguity in Earnings of Certain
Unconsolidated Subsidiaries on the Stalemenis of Consolidated Income. The company accounts for
certain investments in housing partnerships made before May 19, 18995 under the cost method,
whereby they have been amortized over ten ysars based on the expected residual value. The
company has no unconsolidated subsidiaries where its ability to influence ar confrol an investee differs
from its ownership percentage.
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The company'’s long-term investment balances and earnings are summarized as Tollows;

Investment at
December 31,

(Dollars in millions) 2005 2004
Equity method investments:
Chilquinta Energia $ 430 § 376
Luz del Sur 150 157
Sodigas Pampeana and Sodigas Sur 88 82
Elk Hills Power 218 217
Topaz Power Partners 51 66
El Dorado Energy* ‘ — 55
Housing partnerships ' 121 1486
Sempra Financial synthetic-fusl partnerships — 12
Total 1,058 1,111
Cost method investments — housing partnerships 24 36
Investments in unconsolidated subsidiaries 1,082 1,147
Other 22 17
Total long-term invesiments $1,104 $1,164

Earnings for the Years
ended December 31,

(Dellars in millions} 2005 2004 2003

Equity method investments:
Earnings recorded net of tax:

Chilquinta Energia $25 $ 16 $19
Luz dei Sur 21 29 20
Sodigas Pampeana and Sodigas Sur 9 17 23

Total earnings recorded net of tax $ 55 $ 62 $ 62

Earnings recorded before tax: '

Elk Hills Power $3 $3 M
El Dorado Energy* (6y (13) (5)
Topaz Power Parthers 28 13 —
Housing partnerships (17) (20) (27)
Sempra Financial synthetic-fuel partnerships 3 9) (19)
AEG — — (5)

Total earnings recorded before tax $11  $(26) $(57)

* El Dorado Energy has been consolidated since the acquisiticn of the remaining 50% in July 2005,

Far equity method investments, costs in excess of equity in net assets (goodwill) were $258 million and
$238 millicn at December 31, 2005 and 2004, respectively. Amorlizalion thereof ceased in 2002 in
accordance with SFAS 142, Costs in excess of the underiying equity in net assets will continue to be
reviewed for impairment in accordance with APBO 18, Descriptive information concerning each of
these investments follows.

Sempra Pipelines & Storage

Sempra Pipelines & Storage and PSEG Global (PSEG), an unaffiliated company, each own a
50-percent interest in Chilguinta Energia S.A., a Chilean electric utility.
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On April 1, 2004, Sempra Pipelines & Storage and PSEG soid a portion of their interests in Luz dal
Sur, a Peruvian electric utility, for a total of $62 million. Each party had a 44-percent interest in Luz del
Sur prior to the sale and a 38-percent interest thereafter. As a result of the sale, Sempra Pipelines &
Storage recognized a $5 million after-tax gain in 2004, which is included in Equity in Earnings of
Certain Unconsclidated Subsidiaries on the Statements of Consolidated Income.

Sempra Pipelines & Storage also owns 43 percent of two Argentine natural gas ufility holding
companies, Sodigas Pampeana and Sodigas Sur. As a result of the devaluation of the Argentine peso
at the end of 2001 and subsequent changes in the value of the peso, Sempra Fipelines & Storage had
reduced the carrying value of its investment downward by a cumulative total of $201 million as of
December 31, 2005. These non-cash adjustments continue to occur based on fluctuations in the value
of the Argentine pesc. They do not affect net income, but increase or decrease Other Comprehensive
Income {Loss) and Accumulated Other Comprehensive Income {Loss).

The related Argentine economic decline and government responses (including Argentina's unilateral,
ratroactive abrogation of utility agreements early in 2002) continue to adversely affact the operations of
these Argentine ufilities. In 2002, Sempra Pipelines & Storage initiated arbitration proceedings under
the 1994 Bilateral Investment Trealy between the United States and Argentina for recovery of the
diminution of the value of its invesimenis that has resulted from Argeniine governmantal actions. In
2003, Sempra Pipelines & Storage filed its iegal brief with the International Center for Settlement of
Investment Disputes, outlining its claims for $211 million (previously $258 million). The company has
also presented additional information that may provide a basis for a larger award. Hearings were held
in February 2006 and a decision is expected in late 2006. Sempra Energy also has a $48.5 million
political-risk insurance policy under which it has filed a claim to recover a portion of the investments'
diminution in value and has commenced the arbitration procedure with the insurance company to
determine coverage and the amouni of the loss under the policy. Hearings are scheduled for Agpril 2006
and a decision is expected in mid-2006.

Sempra Generation

The 550-Mw Elk Hills Power (Elk Hills) project localed near Bakersfield, California began commercial
operations in July 2003. Elk Hills is 50 percent owned by Sempra Generation.

The 480-MW E| Dorado power plant, located near Las Vegas, Nevada, began commercial operations
in May 2000. In July 2005, Sempra Generation purchased the remaining 50 percent ownership interest
in El Dorado for $132 million (including assumed debt} from Reliant Energy Power Generation, who
had been the joint venture pariner in ihe El Dorado power plant.

In Juiy 2004, Topaz acquired ten Texas power plants from American Electric Powar (AEP), including
the 632-MW coal-fired Coleto Creek Power Station and three natural gas and oil-fired plants in Laredo,
San Benito and Corpus Christi, Texas. Topaz acquired these assets for $432 million in cash and the
assumption of various environmental and asset retirement liabilities currently estimated at $41 million.
$355 million of the purchase price was provided by non-recourse project financing related solely to the
acquisition of the Ccleto Creek Power Station.

The transaction included the acquisition of six oparating power plants with generating capacity of 1,950
MW and four inactive power plants capable of generating 1,863 MW. Concurrently with the acquisition,
Topaz sold one of the inactive power plants and no gain or loss was recorded on the transaction. In
December 2005, Topaz sold the Ezgle Pass hydro facility far a small gain.

Topaz has entered intc several power sales agreements for 572 MW of Coleto Creek Power Station’s
capacity. Contracts comprising 98% of the total capacity under confract expire by 2010. Sempra
Generation manages the plants.
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In conjunction with the acquisition of the Topaz plants, Sempra Energy provided AEP a guarantee for
certain specified liabilities described in the acquisition agreement. This guarantee is limited to $75
million for the first five years after the acquisitiocn date and $25 miflion for the next five years, but not
mare than $75 million over the entire 10-year period. Management does not expect any material losses
to result from the guarantee because performance is not expected ta be required and, therefore,
management believes that the fair value of the guarantee is immaterial. The guarantee would not
necessarily be terminated in connection with sales of the plants.

In December 2005, Sempra Generation announced plans to sell or refinance certain Topaz plants and
the Twin Oaks plant discussed in Note 2.

Sempra Financial

Sempra Financial invests as a limited partner in affordable-housing properties. Sempra Financial's
portfolio includes 1,300 properties throughout the United States that are expected to provide income
tax benefits (primarily from income tax credits) over 10-year petriods.

The cost of Sempra Financial’s investment in Section 29 incoms tax credits has been fully recovered
for financial statement purposes as a result of a 2004 sale and additional, contingent payments are
heing recorded as income as they are received.

Sempra Commodities
Available-for-Sale Securities

Sempra Commoadities recorded §6 million and §5 million in purchases of available-for-sale securities in
2005 and 2004, respectively, and sold $4 million of available-for-sale securities in 2005, vielding
proceeds of $6 million. The cost basis of the sales was determined by the specific identification method
and a gain of $2 million was realized as a result of the sales in 2005. Sempra Commodities had $5
million and $14 million of available-for-sale securities included in investments at December 31, 2005
and 2004, respectively. There was $4 million in unrealized gains, net of income tax, in Accumulaied
Cther Comprehensive Incomea (Loss) at December 31, 2004 related to these securities, which was
largely transferred to income in 2005. Trading securities at December 31, 2005 included $9 million of
securities, including a $5 million unrealized gain, that were reclassified from available-for-sale
securities during 2005, due to changes in their status. Sempra Commadities had $12 million of trading
securities at Dacember 31, 2005,

NOTE 4. DISCONTINUED OPERATIONS

In the first quarter of 2004, Sempra Energy's board of directors approved management's plan to
dispose of its interest in AEG, which marketed power and natural gas commodities to commercial and
residential customers in the United Kingdom. This disposal met the criteria established for recognition
as discentinued operations under SFAS 144, Accounting for the Impairment or Disposal of Long-Lived
Assets. In April 2004, AEG went into administrative receivership and substantially all of the assets
were sold. This transaction resulted in an after-tax 2004 loss of $2 million.

The net losses from discontinued operations were $9 million and $25 millien in 2005 and 2004,
respectively. The 2005 loss was primarily attributed to foreign currency translation adjustments
associated with AEG’s remaining asseis and liabilities, legal costs and reserves against accounts
receivable. During 2003, the company accounted for its investment in AEG under the equity mathod of
accounting. As such, in 2003, the company recorded its share of AEG’s net losses of $5 million in
Other Income, Net on the Statements of Consolidated Income. Additionally, during the fourth quarter of
2003, the company recorded an after-tax charge of $21 million to write down the carrying value of
assets at AEG, Effective December 31, 2003, AEG was consolidated as a result of the adoption of FIN
46, as discussed in Note 1.
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Included within the net loss from discontinuad operations are AEG's opsarating results, summarized
below:

Years ended
December 31,
{Dallars in millions) 2005 2004
Operating revenues $— $201
L.oss from discontinued operations, before income tax benefit of §7 far 2004 $— % (30)
Loss on disposal of discontinued operations, before income tax benefit of $4 for
2004 $(9) § (8

AEG’s balance sheet data, excluding intercompany balances (which are significant) eliminated in
consolidation, are summarized below:

December 34, December 31,

{Dollars in millions}) 2005 2004
Assets:

Accounts receivable, net $14 $37

Other current assets 36 33

Total assets $50 $70

Total liabilities (all current) $10 $17

NOTE 5. DEBT AND CREDIT FACILITIES
Commiited Lines of Credit

At December 31, 2005, the company had available $4.7 billion in unused, committed lines of credit to
provide liquidity and support commercial paper. As of December 31, 2005, $22 million of the lines
supported variable-rate debf,

Sempra Global has a $2.5 billion five-year syndicated revolving credit facility expiring in 2010 and a
$750 million three-year syndicated revolving credit facility expiring in 2008. The five-year and three-
year credit facilties also provide for the issuance of up to $400 million and $500 million, respectively, of
letters of credit on behalf of Sempra Global. The amount of barrowings otherwise available under each
facility wouid he raduced by the amount of outstanding letters of ¢radit. Obligations under each facility
are guaranteed by Sempra Energy and bear interest at rates varying with market rates and Sempra
Energy's credit raiing. Each facility requires Sempra Energy to maintain, at the end of each quarter, a
ratio of total indebtedness to total capitalizaticn (as defined in the facility} of no more than 65 percent.
At December 31, 2005, Sempra Global had letters of credit of $168 million under the facility. The
facility also provides support for $673 million of commercial paper outstanding at December 31, 2005.

Sempra Commaodities has a five-year syndicated revolving credit facility providing up to $4.72 billion of
extensions of credit (consisting of borrowings, letiers of credit and other credit support
accommodations) to Sempra Commodities and certain of its affiliates. The facility expires in 2010, The
amount of credit available under the facility is limifed to the amount of a horrowing base consisting of
receivables, inventories and other assets of Sempra Cormmodilies thal secure the credit faciiity and
that are valued for purposes of the borrowing base at varying percentages of current markst value.
Extensions of cradit are guaranieed by Sempra Energy subject to a maximum guarantee liability of 20
percent of the lenders’ total commitments under the faciiity. The facility requires Sempra Commodities
tc meet certain financial tests at the end of each quarter, including current ratio, leverage ratio, senior
debt to tangible net worth ratio, and minimum net worth and tangible net worth tasts. It also requires
Sempra Energy to maintain, at the end of each quarter, a ratio of total indebtedness fo {ofal
capitalization (as defined in the facility) of no more than 65 percent. It also imposes certain other
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limitations on Sempra Commaodities, including limitations on other indebtedness, capital expenditures,
iiens, fransfers of assets, investments, loans, advances, dividends, other distributions, medifications of
risk-management palicies and transactions with affiliates. At December 31, 2005, letters of credit of
$838 million were outstanding under the facility.

Sempra LNG has a $1.25 billion five-year syndicated revolving credit facility that expires in 2009. The
facility also provides for the issuance of letters of credit not exceeding $200 millian outstanding at any
one time. Borrowings, ietter of credit obligations and other obligations under the facility are guaranteed
by Sempra Energy and bear interest at rates varying with market rates and Sempra Energy's credit
ratings. The facility requires Sempra Energy to maintain, at the end of each quarter, a ratio of total
indebtedness to total capitalization (as defined in the facility) of no more than 65 percent. Sempra LNG
had $200 million of outstanding borrowings and $185 million of outstanding letters of credit under this
facility at December 31, 2005.

The California Utilities have a combined $600 million five-year syndicated revolving credit facility
expiring in 2010, under which each utility individuaily may horrow up to $500 million, subject to the
combined berrowing fimit for both utilities of $600 million. Borrowings under the agreement bear
interest at rates varying with market rates and the utility's credit rating. The agreement requires each
utility to maintain, at the end of each quarter, a ratio of total indebtedness to total capitalization {as
defined in the facility) of no more than 85 percent. Borrowings under the agreement are individuai
obligations of the borrowing ulility and a default by one utility would not constitute a default, or preclude
barrowings by, the other. At December 31, 2005, the California Utiiities had no amounts autstanding
under this facility. The facility provides support for $88 million of commercial paper ouistanding at
December 31, 2005.

Uncommitted Lines of Credit

At December 31, 2005, Sempra Commodities had $457 miilion in various uncommitted lines of credit
that are guaranteed by Sempra Energy and bear interest at rates varying with market rates and
Sempra Energy's credit rating. At December 31, 2005, Sempra Commeodities had $343 million of letters
of credit and no short-term horrowings outstanding against these lines,

Other Short-term Debt

In addition to the lines of credit and commercial paper, Sempra Energy had $101 million and $80
million of other short-term debt outstanding at December 31, 2005 and 2004, respectively. The
company's weighted average interest rates on the total short-term debt outstanding were 4.54% and
2.82% at December 31, 2005 and 2004, respectively.
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Long-term Debt

December 31,
(Boflars in millions) 2005 2004
First mortgage bonds
Variable rate (4.04% at December 31, 2005) December 1, 2009 $ 100 $ 100
4.375% January 15, 2011 100 100
Variable rates after fixed-to-floating rate swaps (3.62% at Dacember 31, 2005) January 15, 2011 150 150
4.8% October 1, 20612 250 2580
€.8% June 1, 2015 14 14
5.3% November 15, 2015 250 —
5.45% April 15, 2018 250 250
5.9% June 1, 2018 68 88
5.9% September 1, 2018 o3 93
5.85% June 1, 2021 60 8¢
5% to 5.25% December 1, 2027 150 160
2.516% 10 2.832%* January and February 2034 176 178
5.35% May 15, 2035 250 —
5.75% Novembaer 15, 2035 250 —
2.8275%" May 1, 2039 75 75
2,236 1,486
Other long-term debt (unsecured unless otherwise nated)
4.621% Notes May 17, 2007 600 800
6.0% Notes February 1, 2013 400 400
Notes at variable rates after fixed-to-floating swap {7.81% at December 31, 2005) March 1, 2010 300 306
MNotes at variable rates (4.46% at Deceamber 31, 2005) May 21, 2008 300 300
4.75% Notes May 15, 2009 300 300
7.95% Motes March 1, 2010 200 200
Rate-reduction bonds, 8.31% to 8.37% at December 31, 2005 payable annually thraugh 2007 132 198
5.9% June 1, 2014 130 130
Employee Stock Ownership Plan
Bonds at 4.213% November 1, 2014 82 82
Bonds at variable rates (4.52% at December 31, 2005) November 1, 2014 22 33
5.5% December 1, 2021 51] 80
Debt incurred ta acquire limited partnerships, securad by real estateg, at 7.13% to 9.35% annually
through 2009 48 76
5.3% July 1, 2021 39 3%
4.9% March 1, 2023 25 25
6.375% May 14, 2006 8 8
5.67% January 18, 2028 5 5
8.05% Notes Decamber 1, 2005 — 300
Other debt 40 33
Capitalized leases 4 6
Market value adjustments for interest rate swaps, net (expiring 2009 — 2011) (1) 13
4,930 4,594
Current portion of long-term debt (101) (388)
Unamortized discount on long-term deht (6) (4}
Total £4,823 $4,192

* After floating-to-fixed rate swaps expiring in 2009,
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Excluding market value adjustments for interest-rate swaps and capital leases, which are described in
Note 15, maturities of long-term debt are:

{Dollars in millions)

2006 $ 100
2007 684
2008 308
2009 424
2010 512
Thereafter 2,809
Total $4,027
Callable Bonds

At the company’s option, certain bonds are callable at various dates: $802 million in 20086, $82 million
in 2007 and $274 million after 2010. In addition, $2.7 billion of bonds are callable subject to make-
whole provisions.

First Mortgage Bonds

First mortgage bonds are issued by the California Ulilities and secured by a iien on utility plant. The
California Utilities may issue additional first mortgage bonds upon compliance with the provisions of
their bond indentures, which require, among other things, the satisfaction of pro forma earnings-
coverage tests on first mortgage bond interest and the availability of sufficient mortgaged property to
support the additional bonds, after giving effect to prior bond redemptions. The most restrictive of these
tests (the properly test) would permit the issuance, subject to CPUC authorization, of an additional
$2.7 billion of first mortgage bonds at December 31, 2005,

In November 2005, SDG&E issued $250 million of first mortgage bonds maturing in 2015. In November
2005, SoCalGas issued $250 million of first mortgage bonds maturing in 2035. In May 2005, SDGAE
issued $250 million of first mortgage bonds maturing in 2035,

Equity Units

In 2002, the campany issued $600 million of Equity Units. The units included $600 million of the
company’'s 5.60% senior notes due May 17, 2007. In February 2005, the company remarketed the
senior notes for their remaining term at a rate of 4.621%. In March and May 2005, 19.7 million shares
of common stock were issued in connection with the settlement of the related common stock purchase
contract as discussed in Note 12.

Unsecured Long-term Debt
Various long-term obligations totaling $2.5 billion at December 31, 2005 are unsecured.

Rate-Reduction Bonds

In December 1997, $658 million of rate-reducticn bonds were issued on behalf of SDG&E at an
average interest rate of 6.26%. These bonds were issued to facilitate the 10-percent rate reduction
mandated by California’s electric-restructuring law, which is described in Note 13. They are being
repaid over ten years by SDG&E's residential and small-commercial customers through a specified
charge on their electricity bills. These bonds are secured by the revenue streams collected from
customers and are not securad by, or payable from, utility property.
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Debt of Employee Stock Ownership Pian (ESOP) and Trust (Trust)

The Trust covers substantiafly all of the employees of the parent organization, SoCalGas and most of
Sempra Global's subsidiaries. The Trust is used to fund part of the retirement savings pian described
in Note 8. The notes, which are payable by the trust and which mature in 2014, are repriced weekly
and subject to repurchase by the company at the holder's option. Of these notes, $81.5 million were
repriced at an interest rate of 4.213% for a three-year term ending July 1, 2007. ESOP debt was paid
down by $23 million during the last three years, when approximately 635,640 shares of company
common stock were released from the Trust in order to fund the employer contribution to the company
savings plan. Interest on the ESOP debt amounted to $4 million in 2005, $5 million in 2004 and $6
million in 2003. Dividends used for debt service amounted to $2 miliion in each of 2005, 2004 and
2603.

interest-Rate Swaps

The company periodically enters into interest-rale swap agreements fo moderats its exposure to
interest-rate changes and to lower its overall cost of borrowing.

Fair value hedges

Buring 2004, to balance the mix of fixed and floating-rate debt, Sempra Energy entered into intersst-
rate swaps that effectively exchanged the fixed rate on $300 millicn of its $500 million 7.95% notes
maturing in 2010 for a floating rate. The swaps expire in 2010. During 2003, SoCalGas entered into an
interast-rate swap that effectively exchanged the fixed rate on $150 million of its $250 million 4.375%
first mortgage bonds maturing in 2011 {or a floating rate. The swap expires in 2011. At Dacember 31,
2005 and 2004, market value adjustments of $14 million and $10 million, respectively, were recorded
as a decrease primarily in Sundry Assets and a corresponding decrease in Long-term Debt without
affecting net income or other comprehensive income. There has been no hedge ineffectivenass on
these swaps.

Cash flow hedges

In the third quarter of 2008, Sempra Energy Mexico entered inio derivative transaclions to hedge future
interest payments associated with forecasted borrowings of $450 million for facilities related to Sempra
LNG's Energia Costa Azul project. The swaps expire in 2027. In September 2004, SDG&E entered into
inferestrate swaps to exchange the floating rates on its $251 million Chula Visia Series 2004 bonds
rmaturing from 2034 through 2039 for fixed rates. The swaps expire in 2009. At December 31, 2005,
pre-tax income arising from the ineffective portion of interest-rate cash flow hedges included $4 million
recorded in Other Incame, Net on the Statements of Consolidated Income. The effect of interest-rate
cash flow hedges on other comprehensive income (loss) for the years ended December 31, 2005 and
2004 was $4 million and an immaterial amount, respactively. The balance in Accumulated Other
Comprehensive Income {Loss) at December 31, 2005 related fo interest-rate cash flow hedges was $4
million.

NOTE 6. FACILITIES UNDER JOINT OWNERSHIP

SONGS and the Southwest Powerlink transmission line are owned joinfly with other utililies, The
company’s interests at December 31, 2005 were as follows:

Southwest
{Dollars in millions} SONGS Powerlink
Percentage ownership 20% 91%
Utitity plant in sarvice $39 $200
Accumulated depreciation and amortization $2 $156
Construction work in progress $21 $ 9
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The company and the other owners each holds its interest as an undivided interest as tenants in
common in the property. Each owner is respensible for financing its share of each project and
participates in decisions conc¢erning operations and capital expenditures.

The company's share of operating expenses is included in the Statements of Consalidated income.

SONGS Decommissioning

Objectives, work scope and procedures for the dismantling and decontamination of the SONGS units
must meet the requirements of the Nuclear Regulatory Commission (NRC), the Environmental
Protection Agency, the U.S. Department of the Navy (the land owner), the CPUC and other regulatory
bodies.

The company's share of decommissioning costs for the SONGS units is estimated to be $339 million in
2005 dollars. That amount includes the cost to decommission Units 2 and 3, and the remaining cost to
complete Unit 1's decommissioning, which is currently in progress. Cost studies are updated every
three years. The most recent update was submitted to the CPUC for its approval in 2005. Rate
recovery of decommissioning costs is allowed until the time that the costs are fully recovered, and is
subject to adjustment every three years based on the costs allowed by regulators. Collections are
authorized to continue until 2013, at which time sufficient funds are expected {0 have been collected o
fully decommission SONGS, but may be extended by CPUC approval until 2022, when the units’ NRC
operating licenses terminate and the decommissioning of Units 2 and 3 would be expected to begin.

The amounts collected in rates are invested in externally managed trust funds. Amounts held by the
frusts are invested in accordance with CPUC regulations that establish maximum amounts for
investments in equity securities (50 percent of a qualified trust and 60 percent of a nongualified trust),
international equity securities (20 percent) and securities of electric utilities having ownership interests
in nuclear power plants (10 percent). Not less than 50 percent of the equity portion of the frusts must
be invested passively. The securities held by the trust are considerad available for sale. These trusts
are shown on the Consolidated Balance Sheets at market value with the offsetting credits recorded in
Asset Retirement Obligations and Regulatory Liabilities Arising from Remaval Qbligations.

Unit 1 was permanently shut down in 1992, and physical decommissioning began in January 2000.
Several structures, foundations and large components have been dismantled, removed and disposed
of. Spent nuclear fuel has been removed from the Unit 1 Spent Fuel Pool and stored on-site in an
independent spent fuel storage installation (ISFSY) licensed by the NRC. The remaining major work will
include dismantling, removal and disposal of all remaining equipment and facilities {(both nuclear and
non-nuclear components), and decontamination of the site. These activities are expected to be
completed in 2008, The ISFSI will be decommissioned after a permanent storage facility becomes
available and the spent fuel is removed from the site by the U.S. Department of Energy. Unit 1's
reactor vessel is expected to remain on site until Units 2 and 3 are decommissioned.

Trust investments include:

Decamber 31,

(Dollars in millions) Maturity dates 2005 2004
Municipal bonds 2006 — 2034 $ 54 $ 45
U.S. government issues 2006 — 2038 222 209
Cash and other securities 2006 — 2033 35 55
Equity securities 327 303
Total $638  $612
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Net earnings of the trust were $30 million in 2005, $46 million in 2004 and $82 millicn in 2003.
Praceeds from sales of securities (which are reinvested) were $223 million in 2005, $237 million in
2004 and $266 million in 2003, including net gains of $3 million, $12 million and $4 million in 2005,
2004 and 2003, respectively. The net unrealized holding gains included in Asset Retirement
Obligations and Regulatory Liabilities Arising from Removal Obligations on the Consolidated Balance
shasts were $193 million, $182 million and $159 million at December 31, 2005, 2004 and 2003,
respectively.

Customer contribution amounts are determined by estimatas of after-tax investment returns,
decomimissioning costs and decommissiconing cost escalation rates. Lower actual investment returns or
higher actual decommissioning costs resulf in an increase in future customer contributions.

Discussion regarding the impact of SFAS 143 is provided in Note 1. Additional information regarding
SONGS s included in Notes 13 and 15.

NOTE7. INCOME TAXES

Recongiliations of the U.S. statutory federal income tax rate {o the effective income tax rate are as
follows:

Years ended December 31,

2005 2004 2063

Statutory federal income tax rate 35% 35% 35%
Utility depreciation 5 4 7
State income taxes, net of federal income tax henefit 3 4 8
Tax credits (14) (14) (24)
Foreign subsidiary income tax activity (3) (3) (1)
Resclution of Internal Revenue Service audits {7) — (12).
Reduction of prior period state income tax aceruals, net of federal

income tax effect (6) (3) -
Reduction of interest rate on prior period federal income tax liakilities,

net of tax — (2) —
Utility repair allowance (2) — (1)
Return to provision adjustments {3) M {5)
Other, net (3) (2) —
Effective income tax rate 5% 18% 7%

The geographic components of income from continuing operations before income taxas and eguity in
earnings of certain unconsolidated subsidiaries are as follows:

Years ended December 31,

(Doflars in milllons) 2005 2004 2003
Domestic $748 5 796  $551
Foreign 168 255 129
Total $916 51051 3680
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The components of income tax expense are as follows:

Years ended December 31,

{Dollars in millions) 2005 2004 2003
Current:
Federal $306 $120 $ 80
State 8 21 74
Foreign 11 39 11
Total 325 180 165
Deferred:
Federal (195) 17 {126)
State (76) (24) {4)
Foreign (6) 26 18
Total (277) 19 (112)
Deferred investment tax credits (6) {6) (6)
Total income tax expense $ 42 $193 $ 47
Accumulated deferred income taxes at December 31 relate to the following:
(Dollars in millicns} 2005 2004
Deferred tax liabilities:
Differences in financial and tax bases of depreciable and amortizable
assets $ 900 $ 881
Balancing accounts and regulatory assets 192 124
Unrealized revenue 39 79
Partnership income 59 58
Loss on reacquired debt 29 38
Property taxes 23 25
Equity Units 5 21
Other 2 11
Total deferred tax liabilities 1,249 1,215
Deferred tax assets:
General business tax credit carryforward 236 193
Credits from alternative minimum tax 143 111
Investment tax credits 50 55
Net operating losses of separate state and foreign entities 86 104
Compensation-related items 171 173
Postretirement benefits 44 51
Other deferred liabilities 42 29
State income taxes 39 48
Bad debt allowance 3 18
Other accruals not yet deductible 291 35
Other 44 32
Total deferred tax assefs 1,154 849
Net deferred income tax liability before valuation allowance 95 366
Valuation allowance 18 39
Net deferred income tax liabllity $ 113 $ 405
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The net deferred income tax liability is recorded on the Consolidated Balance Sheets at December 31
as follows:

{Dollars in millions}) 2005 2004
Current asset $(132) §(15)
Noncurrent liability 245 420
Total $113  $405

In connection with its affordable-housing investments, the company has $236 million cf unused general
business tax credits in varying amounts dating back to 1999. The ability to offset these credits against
future taxable income will expire between 2019 and 2025. The company expects to ulilize the credits
prior to expiration. In addition, the company has $143 million of alternative minimum tax credits with no
explration date. All of these credits have been included in the calculation of income tax expense in the
vear they arose.

Foreign subsidiaries have $348 million in unused net operating losses available to reduce future
income taxes, primarily in Mexico, Canada and the United Kingdom. Significant amounts of these
losses become upavailable to reduce future incomes taxes beginning in 2009, Financial statement
benefits have been recorded on all but $37 million of these losses, primarily by offsefting them against
deferred tax liabilities with the same expiration pattern and country of jurisdiction. No benefits have
been recorded on $37 miilion of the losses because they have been incurred jn jurisdictions where
utilization is sufficlently in doubt.

The company has nof provided for U.S. income taxes on foreign subsidiaries’” undisiributed sarnings
($767 million at December 31, 2005), since they are expected to be reinvested indefinitely outside the
U.8. It is not possible to predict the amount of U.S. income taxes that might be payable if these
earnings were eventually repatriated.

The company believes it has adequately provided for income tax issues not yet resolved with federal,
state and foreign tax authorities. At December 31, 2005, $51 million was accrued for such matters.
Although not probable, the most adverse resolution of these issues could result in additional charges to
earnings in future periods. Based upon a consideration of all relevant facts and circumstances, the
company does not believe the ultimate resolution of fax issues for all open tax periods will have a
materially adverse effect upon its resulfs of operations or financial condition,

The new American Jobs Creation Act enabled companies to repatriate monies earned outside the U.S. at
an income tax cost of only 15 percent of the normal ratfe, if the repatriation occurred by the end of 2005,
The company decided not to repatriate any foreign earnings pursuant to that act's repatriation provision.

Section 29 Income Tax Credits

On July 1, 2004, Sempra Financial sold its investment in an anterprise that earns Seciion 28 income
tax credits. That investment comprised one-third of Sempra Energy’s Section 29 participation and was
sold because the company's alternative minimum tax positicn defers utilization of the credits in the
determination of income taxes currently payable. Tha transaction has been accounted for under the
cost-recovery method, whereby future proceeds in excess of the carrving value of the investment will
be recorded as income as received. As a result of this sale, Sempra Financial will not be receiving
Seaction 29 income tax credits in the future. Sempra Commodities continues its operations related to
Section 29 income fax credits.

The Internal Revenue Service (IRS) has conducted various examinations of the partnerships
associated with the Section 29 income tax credits, covering various years as recent as 2000,
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depending con the partnership. It has reported na change in the credits. From acquisition of the facilities
in 1998, the company has generated Section 29 income tax credits of $434 million through
December 31, 2005, of which $85 million were recorded in 2005.

In the next two years, if the annual average wellhead price per barrel of oil reaches a certain price, a
partial or complete phase-out of Section 29 credits will begin. Those prices are $53.21 for 2006 and
$54.27 far 2007.

Pacific Enterprises’ Quasi-Reorganization

Effective December 31, 1992, PE effected a guasi-reorganization for financial reporting purposes. The
reorganization resulted in a restatement of the company's assets and liabilities to their estimated fair
value at December 31, 1892 and the elimination of PE's retained earnings deficit. Since the
reorganization was for financial purposes and not a taxable transaction, the company established
deferred taxes relative to the book and tax bases differences.

During 2004, the company completed an extensive analysis of PE's deferred tax accounts. The
analysis resulted in a $72 million reduction of the deferred tax liabilities and an offsetiing credit to
equity. The credit was recorded to equity because the balances related to tax effects of transactions
prior to the quasi-reorganization. in 2004, the company also concluded iis outstanding IRS
examinations and zppeals related to PE and its subsidiaries. As of December 31, 2005, the company’s
balance sheet includes a net deferred tax asset of $11 million related to remaining reserves arising
from the quasi-recrganization.

NOTE 8. EMPLOYEE BENEFIT PLANS
The information presented below covers the plans of the company and its principal subsidiaries.

The company has funded and unfunded noncenfributory defined benefit plans that together cover
substantially all of its employess. The plans provide defined benefits based on years of service and
either final average or career salary.

The company also has other postretirement benefit plans covering substantially all of its employees.
The life insurance plans are both contributory and noncantributory, and the health care plans are
contributory, with participants’ contributions adjusted annually. Other postretirement benefits inciude
medical benefits for retirees’ spouses.

Pension and other postretirement benefits costs and cbligations are dependent on assumptions used
in calculating such amounts. These assumptions include discount raies, expectad return on plan
assets, rates of compensation increase, health care cost trend rates, morality rates, and other faclors.
These assumptions are reviewed on an annual basis prior to the beginning of each year and updated
when appropriate. The company considers current market conditions, Including interest rates, in
making these assumptions.

The company maintains dedicated assets in support of its Supplemental Executive Retirement Plan,

SoCaiGas’ pension plan was amended effective January 1, 2005, to increase the pension formula for
service credit in excess of 30 years as well as service credit in excess of 35 years, resulting in an
Increase of the pension benefit obligation of $3 million.

Effective January 1, 2006, the other postretirement banefit plans for non-represented employees at
SDG&E and SoCalGas were amended to integrate the benefits plan design across the company,
resulting in a net $6 million decrease in the benefit obligation as of December 31, 2005.
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December 31 is the measurement date for the pension and other postretirament benefit plans. The
foliowing table provides a reconciliation of the changes in the plans’ projected benefit obligations during
the latest two years, and the fair value of assets and a statement of the funded status as of the latest
two year ends:

Other
Postretirement
Pension Benefits Benefits
(Dellars in millions}) 2005 2004 2005 2004
CHANGE IN PROQJECTED BENEFIT OBLIGATION:
Net abligation at January 1 $2,694  $2578  $922  $954
Service cost 62 49 24 21
Interest cost 153 154 48 51
Plan amendments 3 — (8) —
Actuarial loss (gain) 117 132 (74) (64)
Joint venture accruals {Topaz Power) — — 1 —
Benefit payments {186) (219) (48) (40)
Net abligation at December 31 2,843 2,694 B69 922
CHANGE IN PLAN ASSETS:
Fair value of plan assets at January 1 2,340 2,263 585 519
Actual return on plan assets 186 269 39 56
Employer contributions 24 27 45 50
Benefit payments {186) (219) (486) {40)
Fair value of plan assets at December 31 2,364 2,340 623 585
Benefit obligation, net of plan assets at December 31 {479) (354) (248) {337)
Unrecognized net actuarial loss 344 278 141 221
Unrecognized prior service cost 68 74 (17) (13)
Net recorded liahiiity at December 31 5 67) $ (2 %(122) $(129)

The assets and liabilities of the pension and other postretirement benefit plans are affected by
changing market conditions as well as when actual plan experience is different than assumed. Such
events result in gains and losses. Investment gains and losses are deferred and recognized in pension
and postretirement benefit costs over a period of years. The company uses the asset "smoothing”
methed for nearly 80 percent of the assets held for its pension and other postretirement plans and
recognizes realized and unrealized investment gains and losses over a three-year period. This
adjusted asset valug, known as the market-related value of assets, is used to determine the expected
return-on-assets component of net periodic cost. If, as of the heginning of a year, unrecognized net
pain or loss exceeds 10 percent of the greater of the projected benefit obligation or the market-relaied
value of plan assets, the excess is amortized over the average remaining service period of active
participants. The asset smoothing and 10-parcent carridor accounting methads help mitigate volatility
of net periodic costs from year to year.
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The net liability is recorded on the Consolidated Balance Sheets as follows:

Cther

Postretirement

Pension Benefils Benefits

(Dollars in millions) 2005 2004 2005 2004
Prepaid benefit cost $ 80 $ 147 $§ — $ —
Accrued benefit cost (148) (149) {121} (129)
Additional minimum liability {165) {131) — —
Intangible asset 5 7 — —
Regulatory asset 99 62 — —
Accumulated other comprehensive income (pre-tax) 62 g2 — —
Net recorded liability $(67) F (2) $(121) $(129)

The accumulated benefit obligations for defined benefit pension plans were $2.6 biliion and $2.5 billion
at December 31, 2005 and 2004, respectively. The following table provides information concerning

pension plans with benefit obligations in excess of plan assets as of December 31.

Projected Benefit
Obligation Exceeads
the Fair Value of

Accumulated Benefit
Obligation Exceeds
the Fair Value of

Plan Assets Plan Assets
{Dolfars in millions} 2005 2004 2005 2004
Projected benefit abligation $2,490 $2,290 $757 $604
Accumulated benefit obligation $2,258 $2,076 $752 $692
Fair value of plan assets $2,189 $2,085 $616  $569

The following table provides the components of net periodic benefit costs {income) for the years ended

December 31:

Other Postrefirement

Pension Benefits Benefits
{Dollars In millions) 2005 2004 2003 2005 2004 2003
Service cost $ 62 $ 49 $ 52 $24 21 $19
Interest cost 153 154 152 48 51 b5
Expected return on assets {153) (154) (161) (39) (38) (35)
Amortization of:
Transition obligation —_— — 1 — — 9
Prior service cost 10 9 9 (2) (4))] (1)
Actuarial loss 17 12 9 7 10 10
Regulatory adjustment (36) (116) (14) 9 2 4)
Transfer of retirees 30 — —_— (10) — —
Total net periodic benefit cost (income) $ 83 3F(46) $ 43 §$37 347 $53

The Medicare Prescription Drug, Improvement and Modernization Act of 2003 (the Act) was enacted in
December of 2003, The Act establishes a prescription drug benefit under Medicare (Medicare Pari D)
and a tax-exempt federal subsidy to sponsors of retires health care benefit plans that provide a benefit
that actuarially is at least equivalent to Medicare Part D. The company and iis actuarial advisors
determined that benefits provided to certain paricipants actuarially will be at least equivalent to
Medicare Part D, and, accordingly, the company expects fo be entitled to a tax-exempt subsidy that
reduces the company’s accumulated postretirement benefit obligation under the plan at January 1,
2005 by $78 million and reduces the net postretirement benefit cost for 2005 by $9 million.
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The significant assumptions related to the company’s pension and other postrefirement benefit plans
are as follows:

Other Postretirement

Pension Benefits - Benefits
2005 2004 2005 2004
WEIGHTED-AVERAGE ASSUMPTIONS USED TO
DETERMINE BENEFIT OBLIGATION AS OF
DECEMBER 31:
Discount rate 5.50% 5.66% 5.60% 5,66%
Rate of compensation increase 4.50% 4.50% 4,50% 4.50%
WEIGHTED-AVERAGE ASSUMPTIONS USED TO
DETERMINE NET PERIODIC BENEFIT COSTS FOR
YEARS ENDED DECEMBER 31:
Discount rate 5.66% 6.00% 5.86% 6.00%
Expected return on plan assets 7.50% 7.50% 6.83% 7.32%
Rate of compensation increase 4.50%  4.50% 450%  4.50%

The company utilizes a hond-pricing model that is tailored fo the attributes of its pension and other
postratirement plans to determine the appropriate discount rate to use for its benefit plans.

The expected long-term rate of return on plan assets is derived from historical returns for broad asset
clagses censistent with expectations from a variely of sources, including pension consultants and
investment advisors.

2005 2004
ASSUMED HEALTH CARE COST
TREND RATES AT DECEMBER 31:
Health-care cost trend rate 9.78%* 19.00%*
Rate fo which the cost trend rate is assumeacd to decline (the ultimate trend) 5.50% 5.50%
Year that the rate reaches the uitimate trend 2008 2008

* This is the weighted average of the increases for the company's health plans. The rate for these
plans ranged from 8.50% to 10% in 2005 and from 10% to 20% in 2004.

Assumed health-care cost trend rates have a significant effect on the amounts reported for the heaith-
care plan costs. A one-percent change in assumed health-care cost trend rates would have the
following effects:

{Doilars in millions) 1% Increase 1% Decrease
Effect on total of service and interest cost components of net periodic

postretirement health-care benefit cost $ 13 §(10)
Effect on the health-care component of the accumulated other

postretirement benefit obligation $117 $(94)
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Pension Plan Investment Strategy

The asset allocation for the company's pension trust (which includes other postretirement benefit
plans, except for those of the California Ulilities separately described below) at December 31, 2005
and 2004 and the target allocation for 2006 by asset categories are as follows:

Percentage of

Target Plan Assets at
Allacation December 31,
Asset Category 2006 2005 2004
U.S. Equity 45% 44% 45%
Foreign Equity 25 27 32
Fixed Income 30 29 23
Total 100% 100% 100%

The company’'s invesiment sirategy is to stay fully invesied at all times and maintain its sirategic asset
allocation, keeping the investment structure reiatively simple. The equity porifolio is balanced to
mairtain risk characteristics similar to the Morgan Stanley Capital International (MSCI) 2500 index with
respect to industry and sector exposures and market capitalization. The foreign equity porifclios are
managed to track the MSCI Europe, Pacific Rim and Emerging Markets indexes. Bond portfolios are
marntaged with respect to the Lehman Aggregate Bond Index and Lehman Long Government Credit
Bond Index. The plan does not invest in securities of the company.

Investment Strategy for SoCalGas’ Other Postretirement Benefit Plans

The asset allocation for SoCalGas’ other postretirement benefit plans at December 31, 2005 and 2004
and the target allocation for 2008 by asset categeries are as follows:

Percentage of
Target Plan Assets at

Alfocation December 31,
Asset Category 2005 2005 2004
U.S. Equity 70% 74% 73%
Fixed Income 30 26 27
Total 100% 100% 100%

SoCalGas’ other postretirement benefit plans that are not included in the pension trust (shown above)
are funded by cash contributions from SoCalGas and the retirees. The asset allocation is designed to
match the long-term growth of the plan’s liability. These plans are managed using index funds,

Investment Strategy for SDG&E’s Postretirement Health Plans

The asset allocation for SDG&E's postretirement health plans at December 31, 2005 and 2004 and the
target allocation for 2006 by asset categories are as follows:

Percentage of

Target Plan Assets at
Allocation December 31,
Asset Category 2006 2005 2004
U.S. Equity 25%  23% 25%
Foreign Equity 5 6 6
Fixed Income 70 A 69
Total 100% 100% 100%
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SDGA&E's postretirament health plans that are not included in the pension trust (shown above) pay
premiums fo health maintenance organization and point-of-service plans from company and participant
contributions. SDG&E's investment strategy is to match the long-term growth rate of the liability
primarily through the use of tax-exempt California municipal bonds.

Future Payments

The company expects to contribute $37 million to its pension plans and $32 million to the other
postretirement benefit plans in 2008.

The following table reflects the total benefits expectad to be paid for the next 10 years to current
employees and retirees from the plans or from the company’s assets, including both the company's
share of the benefit cost and, where applicable, the participants’ share of the costs, which is funded by
participant contributions 1o the plans.

Other
Postrelirement
(Bollars in millions) Pension Benefits Bensfits
2006 $ 193 $ 42
2007 $ 201 $ 45
2008 $ 214 $ 48
2009 $ 224 $ 50
2010 $ 233 $ 53
2011 — 2015 $1,207 $300
The expected future Medicare Part D subsidy payments are as follows:
(Doltars in miilions}
2006 $2
2007 $3
2008 $3
2009 $3
2010 $4
2011 — 2015 $23

Savings Plans

The company offers trusteed savings plans to all eligible emplayees, Eligibility to participate in the
plans is immediate for salary deferrals. Subject to plan provisions, employess may contribute from one
percert 1o 25 percent of their regular earnings, beginning with the start of employment. After one year
of each employee’s completed service, the company begins to make matching contributions. Employer
contribution amounts and methodology vary by plan, but generally the contributions are equal to
50 percent of the first 6 percent of eligible base salary coentributed by employses and, if certain
company goals are met, an additional amount related to incentive compensation payments.

Employer contributions are initially invested in company common stock but may be transferred by the
smployee into other investments., Employee contributions are invested in company stock, mutual
funds, institutional trusts or guaranteed investment contracts (the same investments to which
employeas may now direct the employer coniributions) as elected by the employea. The plans of
certain non-wholly owned subsidiaries prohibit investments in stock of the company and employer
matching contributions are invested to mirror the employee-directed contributions. Employer
cantributions for the Sempra Energy and SoCalGas plans are partially funded by the Employee Stock
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Cwnership Plan referred to below. Company contributions to the savings plans were $29 million in
2005, $25 million in 2004 and $22 million in 2003. The market value of company stock held by the
savings plans was $824 million and $801 millicn at December 31, 2005 and 2004, respectively.

Sempra Commodities ailso operaies defined contribution plans ouiside of the United States. The
contributions made by the company to such plans were $4 million in 2005 and $3 million in each of
2004 and 2003.

Employee Stock Ownership Plan

All contributions to the ESOP Trust (described in Note 5) are made by the company; there are no
contributions made by the participants. As the company makes cantributions, the ESOP debt service is
paid and shares are released in proportion to the total expected debt service. Compensation expense
is charged and equity is credited for the market value of the shares released. Dividends on unallocated
shares are used to pay debt service and are applied against the liahility. The Trust hald 1.9 million
sharss and 2.1 million shares, respectively, of Sempra Energy common stock, with fair values of $85.9
million and $78.7 million, at December 31, 2005 and 2004, respectively.

NOTE 9. STOCK-BASED COMPENSATION

Sempra Energy has stock-based compensation plans intended to align employee and shareholder
objectives related to the long-term growth of the company. The plans permit a wide variety of stock-
based awards, including nonqualified stock options, incentive stock options, restricted stock, stock
appreciafion rights, performance awards, stock payments and dividend equivalents.

In 2005, 2004 and 2003, respeclively, 1,170,800, 1,223,000 and 1,359,500 shares of restricted
company stock were awarded fo key employees. Compensation expense for the issuance of the
restricted stock was $58 million in 2005, $37 million in 2004 and %16 million in 2003. The
corresponding weighted average market values per share at the times of grant were $36.49, $30.57
and $24.42, respectively. Subject to earlier forfeitures or accelerated vesting upon termination of
employment, a change in control or certain other events, the awards are scheduled to vest at the end
of four years if specified goals are satisfied. Holders of restricted stock have full voting rights. They also
have full dividend rights, except for senior cfficers, whose dividends are reinvested to purchase
additional shares that become subject to the same performance-based vesting conditions as the
restricted stock to which they relate.

In 2005, 2004 and 2003, the company granted to directors, officers and key employeses options to
acquire 946,000, 1,389,000 and 1,848,000 shares of stock, respectively. The option prices were equal
to the market price of commeon stock at the dates of grant. The officers’ and key employees’ options
vest over four-year periods (subject to earlier forfeitures or accelerated vesting upon termination of
employment, a change in control or certain other events) and expire 10 years from the dates of grant,
subject to earlier expiration upaon termination of employment. Compensation expense for stock option
grants (all associated with outstanding options with dividend equivalents that were issued before 2002)
and similar awards was $3 million, $4 million and $6 million in 2005, 2004 and 2003, respectively,

As of December 31, 2005, 15,854,574 shares were authorized and available for future grants of
restricted stock and/or stock options. In addition, on January 1 of each year, additional shares equal to
1.5 percent of the outstanding shares of Sempra Energy common stock become available for grant.

In 1995, SFAS 123 was issued. It encouraged a fair-value-based method of accounting for stock-based
compensation. As permitted by SFAS 123, the company adopted only its disclosure requirements and
continued to account for stock-based compensation in accordance with the provisions of APBO 25.
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The issuance of SFAS 123R will require the company to begin accelerated recognition of stock-based
compensation expense for participants who are eligible for retirement-related vesting, beginning in

2008. Discussion of SFAS 123R (a revision of SFAS 123) is provided in Note 1.

STOCK OPTION ACTIVITY
Weightad
Average Options
Shares Exercise Exercisable at
under Option Prica December 31
OPTIONS WITH DIVIDEND EQUIVALENTS
December 31, 2002 3,079,865 $22.48 2,777,590
Exercised (876,391)  $20.81
Cancelled (17,649)  $24.72
Transferred (see table below) {1,536,775) $23.24
December 31, 2003 649,050 $22.89 649,050
Exercised (286,539)  $21.04
December 31, 2004 362,511 $22.44 362,511
Exercised {122,594}  $21.62
December 31, 2005 239,917 $22.86 239,917
Weighted
Average QOpfions
Shares Exercise Exercisable at
under Cption Price December 31
OPTIONS WITHOUT DIVIDEND EQUIVALENTS
December 31, 2002 13,011,187 $22.18 5,287,437
Granted 1,848,000 $24 .44
Exercised (1,050,199) $20.16
Carncelled (111,908)  $23.83
Transferred (see table above) 1,536,775 $23.24
December 31, 2003 15,233,857 $22.69 8,610,732
Granted 1,389,000 $30.33
Exercised (3,837,541)  $20.96
Cancelled (73110 $25.79
December 31, 2004 12,712,208 $24.06 7,771,556
Granted 946,000 $37.01
Exercised (3,900,573)  $22.29
Cancelied ___(‘IM?') $28.00
December 31, 2005 9,655,794 $26.00 6,205,644
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Additional information on options outstanding at December 31, 2005, is as follows:
Weighted Weighted

Average Average
Number of Remaining Exercise
Range of Exercise Prices Shares Life Price
Qutstanding Cptions
$17.00-%$23.45 2,629,606 4.48 $21.65
$24.27-%290.96 5,062,130 5.61 $24 97
$30.20- % 44.64 2,204,075 847 $33.21
9,895,711 $25.92
Exercisable Options
$17.00-%23.45 2,629,506 $21.85
$24.27 -$29.96 3,480,955 $25.14
$30.20 - $ 44.64 335,100 $30.77
6,445,561 $24.01

The grant-date fair value of each option grant (including dividend equivalents where applicable) was
estimated using a modified Black-Scholes opticn-pricing model. Weighted average grant-daie fair
values for options granted in 2005, 2004 and 2003 were $8.28, $6.32 and $4.31, respectively.

The assumptions that were used to deflermine these grant-date fair values were as follows:

2005 2004 2003
Stock price volatility 25% 25% 25%
Risk-free rate of refurn 3.9% 37% 3.4%
Annual dividend yield 2.8% 3.3% 4.1%
Expected life 6 Years 6 Years 6 Years

NOTE 10. FINANCIAL INSTRUMENTS
Fair Value Hedges
Interest-Rate Swaps

The company periodically enters into intersst-rate swap agreements to moderate its exposurs to
interest-rate changes and to lower its overall cost of borrowing. The company’s interest-rate swaps are
discussed in Note 5.

Commodity Fair Value Hedges

For commodity derivative instruments designated as fair value hedges, the company recognized net
unrealized pre-tax gains of $103 million, $68 million and $16 milion for 2005, 2004 and 2003,
respectively, which represents portions of gains on hedging instruments determined to be ineffective.
These pre-tax gains include $98 million in 2005, $74 million in 2004 and $16 million in 2003, which
reprasent the time value of maney which is excluded for hedge assessment purposes. The
ineffectiveness gain related to hedges of commodity inventory is included in Operating Revenues from
Sempra Global and Parent in the Statements of Consolidated Income.

Cash Flow Hedges
Interest-Rate Swaps
The company's interest-rate swaps to hedge cash flows are discussed in Note 5.
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Other Cash Flow Hedges

For other derivative instruments designated as cash flow hedges, the company recognized a nst
unrealized pre-tax gain of $1 million in 2005, a pre-tax loss of $3 million in 2004 and a pre-tax loss of
$1 million in 2003, which represents portions of gains or losses on hedging instrumants determined to
be ineffective. The ineffectiveness pre-tzx gain and loss related to potential phase-out of Section 29
income tax credits, as well as hedges of natural gas purchases and sales related to transportation and
storage capacity arrangements. The gain and losses are included in Operating Revenuas from Sempra
Global and Parent in the Statements of Consolidated Income.

The balances in Accumulated Other Comprehensive Income {Loss) at December 31, 2005 and 2004
related to all cash flow hedges were losses of $57 million and $39 million, respectively. The company
expects that $12 milliion, which is net of incomes tax, that is currently recorded in Accumulated Other
Comprehensive Income related to these cash flow hedges will be reclassified into earnings in 2008 as
the hedged items affect earnings.

Sempra Commeodities

The carrying values of frading assets and trading liabilities, primarily at Sempra Commocdities,
approximate the following:

December 31,

{Dollars in millions) 2005 2004
TRADING ASSETS
Trading-related receivables and deposits, net;
Due from trading counterparties $ 3,300 $2,371
Due from commodity clearing organizations and clearing brokers 70 235
3,370 2,608
Derivative trading instruments:
Unrealized gains on swap and forwards 2,554 1,607
OTC commodity options purchased 1,848 732
4,502 2339
Commodities owned 2,498 1,547
Total trading assets $10,370  $6,492
TRADING LIABILITIES
Trading-related payakles $ 4127  $3.182
Derivative trading instruments sold, not yet purchased:
Unrealized losses on swaps and forwards 2,560 1,232
OTC commodity options written 686 252
3,246 1,484
Commodities and securities sold with agreement to repurchase 634 513
Total trading liabilities $ 8007 $5/179

Based on quarterly measurements, the average fair values during 2005 for {rading assets and liabilities
approximate $8.8 billion and $7.2 billion, respectively. For 2004, the amounts were $5.7 billion and
$4.6 hillion, respectively.

Sempra Commodities’ credit risk from physical and financial instruments as of December 31, 2005 is
represented by their positive fair value after consideration of collateral. Options written do not expose
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Sempra Commodities to credit risk. Exchange traded futures and options are not deemed to have
significant credit exposure since the exchanges guarantee that every contract will be properly settled
on a daily basis. Credit risk is also associated with its retail customers.

The following table summarizes the counterparty credit quality and exposure for Sempra Commaodities
at December 31, 2005 and 2004, expressed in terms of net replacement value. These exposures are
net of collateral In the form of customer margin and/or lefters of credit of $2.3 billion and $1.1 billion at
December 31, 2005 and 2004, respectively.

December 31,

(Dollars in millions) 2005 2004
Counterparty credit quality*
Commodity exchanges $ 70 $ 235
AAA 6 7
AA 440 259
A 1,072 562
BBB 1,142 680
Below investment grade and not rated 815 532
Total $3,545 $2,275

* As determined by rating agencies or interal models intended to approximate rating-agency
determinations.

California Utifities

At the California Utilities, the use of derivative instruments is subject to certain limitations imposed by
company policy and regulatory requirements. Thesa instruments allow the company fo estimate with
greater certainty the effective prices to be received by the company and the prices to be charged to
customers. The California Utilities record transactions for natural gas and electric energy contracts in
Cost of Natural Gas and in Cost of Electric Fuel and Purchased Power, respeactively, in the Statements
of Consolidated Income. Unrealized gain and losses related to these derivatives have offsetting
regulatory assets and liabilities on the Consolidated Balance Sheets to the extent derivative gains and
losses will be recaverable from or payable to custamers in future rates.

Fair Value of Financial Instruments

The fair values of certain of the company's financial instruments (cash, temporary investments, notes
receivable, dividends payable, short-ferm debt and customer deposits) approximate their carrying
amounts. The following table provides the carrying amounts and fair values of the remaining financial
instruments at December 31:

2005 2004
Carrying Falr Carrying Fair
(Dollars in millions) Amount Value Amount Value
Investments in limited partnerships $ 145 $ 208 $ 194 $ 262
Total long-term debt $4,930 $4,939 $4,594 $4,923
Due to unconsolidated affiliates 5 160 5 17 $ 362* $ 383
Preferred stock of subsidiaries $ 198* § 181 $ 200" % 186

*  Includes $200 million of mandatorily redeemable trust preferred securities.

**  $19 million and $21 million in 2005 and 2004, respectively, of mandatarily redeemable preferred
stock of subsidiaries is included in Deferred Credits and Other Liabilities and in Other Current
Liabilities on the Consolidated Balance Sheets.
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The fair values of investments in limited partnerships were based on the prasent value of estimated
future cash flows, discounted at rates available for similar investments. The fair values of debt incurred
to acquire limited partnerships were estimated based on the present value of the future cash flows,
discounted at rates available for similar notes with comparable maturities. The fair values of the other
long-term debt, preferred stock and mandatority redeemable trust preferred securities are based on
their quoted market prices or guoted market prices for simiiar securities.

NOTE 11. PREFERRED STOCK OF SUBSIDIARIES

. December 31,
tice 2005 2004
(in millions)
Not subject to mandatory redemption:
Pacific Enterprises;
Without par value, authorized 15,000,000 shares:
$4.75 Dividend, 200,000 shares outstanding $100.00 $ 20 $ 20
$4.50 Dividend, 300,000 shares outstanding $100.00 30 30
$4 .40 Dividend, 100,000 shares outstanding $101.50 10 10
$4.36 Dividend, 200,000 shares outstanding $101.00 20 20
$4.75 Dividend, 253 shares outstanding $101.00 —_ —
Total 80 80
SoCalGas:
$25 par value, autharized 1,000,000 shares:
6% Series, 28,041 shares outstanding 1 1
6% Series A, 783,032 shares outstanding 19 19
Without par value, authorized 10,000,000 shares — —
Total 20 20
SDG&E:
$20 par value, authorized 1,375,000 shares: :
5% Series, 375,000 shares ouistanding $ 24.00 8 8
4.5% Series, 300,000 shares outstanding $ 21.20 6 B
4.4% Series, 325,000 shares outstanding $ 21.00 7 7
4.6% Series, 373,770 shares outstanding $ 20.25 7 7
Without par value:
$1.70 Series, 1,40C,000 shares outstanding $ 25.85 35 35
$1.82 Series, 640,000 shares outstanding $ 26.00 16 16
Tatal 79 79
Total not subject to mandatory redamption 179 179
Subject to mandatory redempticn:
SDGAE:;
Without par value: $1.7625 Series, 750,000 and 850,000 shares
outstanding at December 31, 2005 and December 31, 2004,
respectively $ 25.00 19* 21*
Total preferred stock $198  $200

* At December 31, 2005 and 2004, $16 million and $19 million, respectively, were included in Deferred
Credits and Other Liabilities and $3 million and $2 million, respectively, were included in Other
Current Liabilities on the Consolidated Balance Sheets. Since December 31, 2002, the $6 million of
activity related to subsidiaries’ preferred stock has all applied to mandatorily redeemable preferred
stock.
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PE preferred stock is callable af the applicable redemption price of 2ach serigs, plus any unpaid
dividends. The preferred stock is subject to redemption at PE’s option at any time upon at least
30 days' notice, at the applicable redemption price for each series plus any unpaid dividends. All series
have one vote per share, cumulative preferences as to dividends, and a liquidation value of $100 per
share plus any unpaid dividends.

None of SoCalGas' preferred stock is callable. All series have one vote per share, cumulative
preferences as to dividends and liquidation values of $25 per share plus any unpaid dividends.

All series of SDG&E's preferred stock have cumulative preferences as to dividends. The $20 par value
praferred stock has two votes per share on matters being voted upon by sharsholders of SDG&E and a
fiquidation value at par. The no-par-value preferred stock is nonvoting and has a liquidation value of
$25 per share plus any unpaid dividends. SDG&E is authorized to issue 10,000,000 shares of
no-par-value preferred stock (both subject to and not subject to mandatory redemption). All series are
callable. The $1.7625 Series has a sinking fund requirement to redeem 50,000 shares at $25 per share
in each of 2006 and 2007; all remaining shares must be redeemed in 2008. On each of January 15,
2005 and January 15, 2008, SDG&E redeemed 100,000 shares.

NOTE 12. SHAREHOLDERS' EQUITY AND EARNINGS PER SHARE (EPS)

The following table provides the per share computations for incomea from continuing operations for the
years ended December 31,;

2005 2004
Income Sharegs Per Income Shares Per
{millions) (thousands) Share (millions) (thousands) Share
{numerator) (denominator) Amounts (humerator) {denominator) Amounts
Basic EPS:
income from continuing
aperations $9829 245906 $3.78 $920 228,271 $4.03

Effect of dilutive securities:
Stock options and restricted

stock awards — 4,308 — 3,505
Equity Units — 1,874 — 1,986
Diluted EPS:
Income from continuing
operations $929 252,088 $3.69 $920 233,852 $3.93

The only difference between basic and diluted earnings per share in 2003 was the effect of common
stock options, which was equivalent to an additional 2,742,000 shares. The dilution from common
stock options is based on the treasury stock methad, whereby the proceeds from the exercise price are
assumed to be used to repurchase shares on the open market at the average market price for the
year. The calculation excludes options covering an average of 0.1 million shares for 2003 for which the
exercise price was greatar than the average markst price for common stock during the year. In 2005
and 2004, there were no such opfions.

The dilution from unvested restricted stock awards is based on the treasury siock method, whereby
assumed proceeds equivalent to the unearned compensatian related to the awards are assumed to be
used to repurchase shares on the open market at the average market price for the vear. Restricted
awards that did not affect the calculation, because their grant price was greater than the average
market price for common stock during the year, represented 1.3 million shares in 2003 and immaterial
amounts thereafter.
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The company is authorized to issus 750,000,000 shares of no-par-value common stock and
50,000,000 shares of preferred stock.

Excluding shares held by the ESOP, common stock activity consisted of the following:

2005 2004 2003

Common shares outstanding, January 1 234,175,980 226,598,619 204,911,572
Public issuance 19,655,999 — 16,500,000
Savings plan issuance 376,418 1,638,581 1,436,526
Shares released from ESOP 228,407 236,620 170,613
Stock options exercised 4,023,167 4,124,080 1,926,590
Reastricted stock issuances 1,170,800 1,223,000 1,359,500
Commeoen stock investment plan* 127,983 611,259 728,241
Shares repurchased (2,453,346) (181,819) (262,286)
Shares forfsited and other (117,465) (74,360) (172,137)
Common shares outstanding, December 31 257,187,943 234,175,980 226,598,619

* Participants in the Direct Stock Purchase Plan may reinvest dividends to purchase newly issued
shares.

The payment of future dividends and the amount thereof are within the discretion of the company’s
board of directors. The CPUC’s regulation of the California Utilties’' capital structure limits the amounts
that are available for dividends and loans to the company from the Califarnia Utilities. At December 31,
2005, SoCalGas could have provided a total of $118 million to Sempra Energy, through dividends and
loans, and no amounts were available from SDG&E.

Equity Units

In 2002, the company issued $600 million of Equity Units. The units included $800 million of the
company’s 5.60% senior notes due May 17, 2007 and a contract to purchase shares of the company
stock on May 17, 2005 at a price per share determined by the then-prevailing market price. In 2005,
19,655,999 shares of common stock were issued in settlement of the contracts to purchase the
company's common stock for $600 million.

Company Repurchases of Common Stock

On April 5, 2005, the board of directors authorized the expenditure of up to 3250 million for the
purchase of shares of common stock, at any time and from time to time, in the open market, in
nagotiated transactions and otherwise, of which $88.2 million has been expended through
December 31, 2005. No such purchases have been made since June 30, 2005,

Common Stock Offering

On October 14, 2003, Sempra Energy completed a common stock offering of 16.5 million shares
priced at §28 per common share, resulting in net proceeds of $448 million. The proceeds were used
crimarily fo pay off short-term debt.
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NOTE 13. ELECTRIC INDUSTRY REGULATION
Background

One legislative response to the 2000-2001 power crisis resulted in the purchase by the California DWR
of a substantial portion of the power requirements of California’s electricity users. In 2001, the DWR
entered into long-term contracts with suppliers, including Sempra Generation, to provide power for the
utility procurement customers of each of the California investor-owned utilities (IOUs). The CPUC has
established the allocation of the power and its administrative responsibility, including collection of
power contract costs from utility customers, among the 10Us. Beginning on January 1, 2003, the |OUs
resumed responsibility for electric commodity procurement above their allocated share of the DWR's
long-term contracts.

Department of Water Resources

The DWR operating agreement with SDG&E, approved by the CPUC, prevides that SDG&E is acting
as a limited agent on behalf of the DWR in undertaking energy sales and natural gas procurement
functions under the DWR contracts allocated fo SDGA&E's customers. Legal and financial responsibility
associated with these activities continues to reside with the DWR. Therefore, commodity costs
associated with long-term contracts allocated to SDG&E from the DWR {and the revenues to recover
those costs) are not included in the Statements of Consolidated Income.

In October 2003, the CPUC initiated a proceeding to consider a permanent methodology for allocaiing
the DWR’s revenue requirement beginning in 2004 through the remaining life of the DWR contracts
(2013). On June 30, 2005, the CPUC changed its prior decision and assigned SDG&E customers $422
million of the costs (instead of the $790 million pursuant to the ptior decision). Such allocation does not
affect SDGA&E's net income, but does affect its customers’ commodity rates. In August 2005, Southern
California Edison (Edison}, The Utility Reform Network and the California Large Energy Consumers
Asscciation (collectively the Parties) filed a Petition for Modification, not disputing the allocation of the
DWR decision, but rather the schedule for reallocation. On December 1, 2005, the CPUC approved a
decision that denied the Parties’ petition to modify.

In December 2005, the CPUC approved a draft decision reallocating one of the state’s DWR power
contracts (Williams Energy “Power [") from SDGA&E to Ediscn. The decision was modified to make the
reallocation effective January 1, 2007, allowing SDG&E an additional year to ptan for and acquire the
necessary replacement resources. In the same decision, the CPUC rejected Edison’s request to
reallocate administration of Sempra Generation’s DWR contract o SDG&E.

Power Procurement and Resource Planning

In 2001, the CPUC directed the 10Us to resume electric commodity procurement to cover their net
short energy requirements by January 1, 2003 and also implemented legislation regarding
procurement and renswables portfolio standards. In addition, the CPUC established a process for
review and approval of the utilities’ long-term resource and procurement plans, which is intended to
identify forecasted needs for generation and transmission resources within a utility’s service territory to
support transmission grid reliability and to serve customers.

In June 2004, the CPUC approved a request by SDG&E to enter into new elsctric resource contracts to
meet its short-term and long-term grid reliability needs, including the ten-year 573-MW Otay Mesa
Power Purchase Agreement (OMPPA) with Calpine Corp. (Calpine). The OMPPA was to begin
January 1, 2008. In June 2005, the CPUC granted limited rehearing of its approval of the OMPPA and
on February 16, 2005, the CPUC reaffirmed its approval of the OMPPA. However, several conditions
precedent required by the OMPPA have not yet been satisfied. In lieu of the OMPPA, SDG&E and
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Calpine have entered into a nonbinding letter of intent contemplating the negotiation of a definitive
agreement for the sale of the Otay Mesa power plant to SDG&E. Any final, definitive agiresment wouid
require the approval of the CPUC and the bankruptcy court having jurisdiction over the Calpine case.

in July 2005, the CPUC also approved SDG&E’s request for the construction (CPCN application) of
%209 million in transmission facilities needed, in part, to provide full dispatchability of the Otay Mesa
generafion project. SDG&LE has commenced construction of the OMPPA transmission upgrade project,
spending $8 million through December 31, 2005.

The CPUC requires SDG&E to achieve a 20% renewable energy portfolio by 2010. 3DG&E has
entered into contracts with four devalopers for the purchase of energy from projects scheduled to begin
operation between 2007 and 2016. SDG&E has entered into a 20-year contract to develop a 900-MW
solar project in the imperial Valley area of California. The first chase would provide 300 MW of power
beginning In 2008 - 20140. The second phase would provide an option for an additional 300 MW
beginning in 2010 - 2012. The third phase would provide the right of first refusal for another 300 MV of
power beginning after 2012. The first two phases received CPUC approval in December 2005, SDG&E
has also entered into a 20-year contract for development of a 205.5-MW wind project scheduled to
begin in 2007 - 2008. The projecls are expected to raise SDG&E's overall renewable porifolio to 13.3%
in 2010. The profects are contingent upon successful completion of new transmission lines.

San Onofre Nuclear Generating Station (SONGS)

On May 5, 2005, the CPUC granted SDG&E a rehearing to resclve what SDG&E has contended was a
computational error in the CPUC’s setting of revenue for SDG&E's share of the operating costs of
SONGS. Any adjustment would be retroactive to January 1, 2004. If SDG&E is fully successful, its
revenue far the period in which the rehearing is concluded would be increased by $10 million for sach
of 2004 and 2005. Final resclution is expected in the first half of 2008.

With the end of the Incremental Cost Incentive Mechanism in 2003, SDG&E's SONGS ratebase
restarted at $0 on January 1, 2004 and, therefore, SDG&E's earnings from SONGS are now generaily
limited to a return on new additions to ratebase.

In 2004 Edison, the operator of SONGS, appiied for CPUGC approval to replace the steam generators af
SONGS, stating that the work needed to be done in 2009 and 2010 for Units 2 and 3, respsctively, and
would require an estimated capital expenditure of $680 million {in 2004 dollars). As provided for in the
SONGS Operating Agreement, SDG&E elected not to participate in the steam generator replacement
project, which triggered a dispute under the operating agreement over the extent to which SDG&E's
ownership share and its related share of SONGS’s output would be reduced from its existing 20%
interest if SDG&E does not participate in the project. In February 2005, an arbitrator issued a decision
that would result in SDG&E's ownership inferest In SONGS and its related share of SONGS’s output
being reduced to zero if SDG&E continues o decline to participate in the project.

SDGAE intervenad in Edison's CPUC application and requested that the CPUC either deny Edison's
application as premature, direct Edison to purchase the new sleam generators bul defer the
replacement until it is warranted, or direct Edison to purchase SDG&E’s share in the facility and offer
back a long-ferm power purchase agresment in an amount equal to SDG&E's current share (430 MW).
Hearings before the CPUC on Edison’s application were completed in February 2005, and a final
decision approving the steam generator project was issued on December 15, 2005. That decision sets
cost recavery at a maximum cap of $782 million and requires a reasonableness review of all costs if
total costs exceed $680 million. The dscision also approves Edison’s revised schedule, which provides
for completion of the project for Unit 2 and Unit 3 by early 2010 and late 2010, respectively. To
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relinquish its ownership share and to address the arbitrator's decision, SDG&E is required to file by
April 14, 2008, an application with the CPUC to determine the reasonableness of the transfer of all or
part of SDG&E’s share of SONGS to Edison, with a decision expected in 2007. The CPUC could
require SDGEE to participate in the project and retain a share of SONGS or SDG&E could elect to
participate in the project and retain its currant 20-percent ownership share of SONGS. f SDG&E's
ownership share of SONGS is reduced, SDG&E would seek to recover its net investment in SONGS
made since January 1, 2004 ($86 million at December 31, 2005, including materials and supplies of
$31 million) and any future SONGS investments made prior to the time the ownership reduction
becomes effective, and a return on its investment in SONGS ratebase (including that portion of the $31
million that is transferred to plant by that time).

Spent Nuclear Fuel

SONGS owners have respensibility for the inferim storage of spent nuclear fuel generated at SONGS
until it is accepted by the Department of Energy (DOE) for final disposal. Spent nuclear fuel has been
stored in the SONGS Units 1, 2 and 3 spent fuel pools and in the ISFSI. Movement of all spent fuel to
the ISFS| was completed as of December 31, 2005, praviding sufficient space for the Units 2 and 3
spent fuel pools to meet storage requirements through mid-2007 and mid-2008, respectively. The
ISFSI| has adequate storage capacity through 2022,

NOTE 14. OTHER REGULATORY MATTERS
Utility Ratemaking Incentive Awards

Performance-Based Regulation (PBR) consists of three primary components. The first is a mechanism
to adjust rates in years between general rate cases or cost of service cases. It annually adjusts base
rates from those of the prior year to provide for inflation based on the most recent Consumer Price
Index (CPI) forecast, subject to minimum and maximum percentaga increases that change annually.

The second component is a mechanism whereby any earnings in excess of those authorized pius a
narrow band above that are shared with customers in varying degrees depending upon the amount of
the additional earnings.

The third component consists of a series of measures of utllity psrformance. Generally, if performance
is outside of a band around specified benchmarks, the utility is rewarded or penalized certain dollar
amounts. The three areas that have been eligible for PBR rewards or penalties are operational
incentives based on measurements of safety, reliabilly and customer service; demand-side
management (DSM) rewards based on the effectiveness of the DSM programs; and natural gas
procurement rewards or penalties. As noted below, the latest Cost of Service proceeding established
farmula-based performance measures for customer service, safety and reliability.

PBR, DSM and Gas Cost Ingentive Mechanism (GCIM) awards are not included in the company’s
earnings until CPUC approval of the award is received. During 2005, the incentive rewards approved
and included in earnings consisted of $2.4 million related to SoCalGas' Year 10 (2003-2004) GCIM
and $0.2 million related to SDG&E's Year 11 (2003-2004) natural gas PBR.

On October 27, 2005, the CPUC approved the settiement agreement between the California Utilities
and the CPUC's DRA, resolving all outstanding shareholder earnings claims associated with DSM,
energy efficiency and low-income energy efficiency programs through various dates, depending on the
praogram. The decision provides for $73 million and $14 million, respectively, in awards for SDG&E and
SoCalGas, including interest, franchise fees, uncollectible amounts and awards earned in prior years
that had not yet then been requested. Approximately $37 mitlion of the $73 million award for SDG&E
and the $14 million award for SoCalGas were included in fourth quarter 2005 income.
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In October 2005, the CPUC also approved $8.2 miltion in PBR incentive awards for SDGAE's 2003
Distribution PBR performance report, relating fo employee safely, customer service and electric
reliability. This award is subject to refund in the event the current investigation of Edison's service
quality incentive awards warrants a further investigation of PBR incentives for other utilities, including
SDG&E. The CPUC’s Consumer Protection and Safety Division is conducting an ongoing invesiigation
of Edison’s PBR incentive data reporting.

The cumulative amount of these awards that is subjsct to refund based on the outcome of the Border
Price Investigation discussed in "Legal Proceedings” in Note 15 below is $67.9 million, the majority of
which has haen included in income.

Cost of Service

The Califernia Utilities’ proposed setilement of Phase 1| of their cost of service proceedings, addressing
attrition allowances and performance-based incentive mechanisms, was approved by the CPUC and
related performance measures and incentives were adopted. The CPUC's decision establishes an
indexing methodclogy for post-test-year ratemaking that includes inflation adjustments and earnings-
sharing mechanisms. The decision is retroactive to January 1, 2005 and is applicable to years 2005-
2007. It eliminates sarnings sharing and incentive awards for 2004.

For 2005-2007, the California Utiiities” authorized base-rate revenues will be annually increased by the
increase in the CPI, subject to minimum and maximum percentage increases that vary with the
particular utility and increase yearly. The annual minimum increases range from 2.0% to 3.8% and the
annual maximum percentage increases range from 3.0% to 4.8%. Pursuant to the indexing
machanisms, SDG&E and SoCalGas increased their 2006 base margin revenue requirements by $33
million and $52 million, respectively, The base margin adjusiments included the recalibration of the
2005 base margin escalation to refiect actual index values before calculating the 2006 base margin
revenue. For 2005-2007, any utility base-rate earnings that exceed the CPUC-authorized rate of return
on ratebase plus 0.5 percentage point will be shared with customers, in proportions that vary with the
amount of the excess, beginning with customers’ receiving 75% of the excess, declining to 25% as the
axcess increasas. The dacision authorizes either utility to file for a suspension of the indexing and
sharing mechanismes if its base-rate earnings for any year are at least 1.75 percentage points below its
authorized rate of return and authorizes others to file for a suspension if either utility's base-rate
sarnings for any year are at least 1.75 percentage poinis above its authorized rate of return. The
mechanisms would be automatically suspended for either utility if its base-rate earnings for 2005 or
2006 are at least 3 percentage points above or below its authorized rate of return.

The decision also esiablishes formula-based performance measures for customer service, safety and
reliability. These provide symmetrical annual reward and penalty potentials aggregating approximately
$22 million.

Cost of Capital

On December 15, 2005, the CPUC approved a return on equity (ROE) of 10.7% for SDG&E, an
increase from its current ROE of 10.37%. SDG&E’s authorized capital structure remains unchanged at
45.25% debt, 5.75% preferred stock and 49% common aquity.

CPUC Investigation of Compliance with Affiliate Rules

In Novamber 2004, the CPUC initiated the independent audit (known as the GDS audit) 1o evaluate
energy-related holding company systems and affiliate activities undertaken by S8empra Energy within
the service territories of the California Utilities. A draft audit report covering years 1897 through 2003
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was provided to the CPUC’s Energy Division in December 2005. The Energy Division is reviewing the
draft audit report and plans to make the final audit report available in the first half of 2008. The scope of
the audit is broader than the annual affiliate audit.

In May 2005, the California Utilities filed with the CPUC the resulis of the annual independent audit of
the California Utilities’ 2004 transactions with other Sempra Energy affiliates. Although the company
does nat agree with a finding of the auditor that utility procurement information was improperly
provided to an affiliated risk-management consulting firm employed by Sempra Energy, the California
Utilities have adopted the auditor's recommendation to perform risk management functions themselves
rather than utllizing Sempra Energy's Risk Management Department.

“CPUC Investigation of Energy-Utility Holding Companies” and “Natural Gas Market OIR” (below) also
discuss issues related to affiliate relationships.

CPUC Investigation of Energy-Utility Holding Companies

On October 27, 2005, the CPUC initiated a proceeding to re-examine the relationships between the
California IOUs and their respective parent holding companies and other non-utility affiliates. It
contemplates a review of the capital budgets, capital allocation processes, and dividend and capital
retention policies of the utilities and their non-utility affiliates to better understand the amount of capital
to be allocated for investment in energy infrastructure to meet California’s need for reliable energy. The
CPUC has broadly determined that, in appropriate circumstances, it could require the holding company
to provide cash to a ulility subsidiary to cover its operating expenses and working capital to the extent it
is not adequately funded through retail rates. The CPUC may propose additional rules or regulations to
ensure that the ulilities retain sufficient capital and the ability to access such capital to meet their
customers' needs, and to address polential conflicls between the interests of utility ratepayers and
those of non-utility affiliates to ensure that they do not undermine the utilities’ ability to mest their public
service obligations at the lowest possible cost. A preliminary schedule contemplates that any preposed
rules and final rules would be issued for comment and final rules be adopted in the first half of 2008.

Natural Gas Industry Restructuring (GIR}

In December 2001, the CPUC issued a decision related to GIR, with implementation anticipated during
2002. On April 1, 2004, after many delays and changes, the CPUC issued a decision that adopts tariffs
to implement the 2001 decision. However, that decision stayed implementation of the GIR tariffs until
the CPUC issued a decision in Phase | of the Natural Gas Market Order Instituting Ratemzking (OIR)
discussed below. At that time, the CPUC orderad the California Ulilities to file a new proposal for
system integration, firm access rights and off-system deliveries, as referenced below. The California
Utilities are required to file new Biennial Cost Allocation Proceaeding (BCAP) applications after the stay
in the GIR implementation proceeding is lifted.

Natural Gas Market QiR

The CPUC's Natural Gas Market OIR was instituted in January 2004 and is being addressed in two
phases. The focus of the Natural Gas Market QIR is the period from 2006 to 2016. The California
Utilities have made comprehensive filings in the OIR, outlining a proposed market structure that is
intended 1o creale access to new natural gas supply sources, such as LNG, for California. In their
filings, the California Utilities proposed a framework to provide firm tradable access rights for intrastate
natural gas transportation; provide ScCalGas with continued balancing account protection for intrastate
transmission and distribution revenues, thereby eliminating throughput risk; and integrate their
transmission systems so as to have common rates and rules. The California Utilities also proposed that
the capital expenditures necessary to access new sources of supply be included in ratebase and that
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the fotal amount of the expenditures would be $200 million to $300 million. A decision on Phase | was
issued in September 2004. The California Utilities were required to file separate applications to
address system integration, firm access rights and off-systam deliveries. The CPUC also dstermined
that the ratemaking treatment and cost responsibility for any access-related infrastructure will be
addressed in future applications to be filed when mare is known ahout the particular project.

Evidentiary hearings on the sysiem integration proposal were held in September 2005 to consider
whether the transmission component of the natural gas transportation rates of the California Utilities
shauld be equalized. System integration would allow customers in the California Utilities’ service
territories to access upstream supgplies of natural gas on an equal basis. A decision on this phase is
expected during the first quarter of 2006. Evidentiary hearings on infrastructure adequacy were held in
August 2005 and addressed a variety of issues, including the infrastructure adequacy of the California
Utilities" transmission and storage facilities. Natural gas quality standards and interconnection
requirements are being addressed in separate phases. In the second phase, to be addressed in
mid-2006, the CPUC will consider establishing a system of firm access rights into the California
Utilities’ system and off-system deliveries,

The California Utilities proposed a mathadology and framawork to be used by the CPUC for granting
preapproval of new interstate transportation agreements. The Phase | declsion approved the California
Utilities' transportation capacity preapproval procedures with some modifications. SoCalGas’ existing
pipeline capacity contracts with Transwestern Pipeline Company (Transwestern) expired in November
2005 and its prirnary contracts with El Paso Natural Gas Company (Ei Paso) expire in August 2006.
SoCalGas was granted preapproval by the CPUC of a contract for released capacity on the Kern River
Gas Transmission Company (Kern River) system, and four capacity contracts with El Paso. The
contracts would expire between 2007 and 2011. In 2005, SDG&E was grantad approval for capacity
contracts with El Paso, Transwestern and Kern River, enabling the company to meet its identified goal
to operate within the CPUC’s approved planning range by November 1, 2006. In 2005, SoCalGas was
granted preapprovail of two new capacity coniracts with Transwestern that expire in 2009 and 2011. All
interstate transportation capacity under the preapproved contracts will be used to transport natural gas
supplies on behalf of the California Utilities' core residential and small commercial customers, and all
costs of the capacity will be recovered in the customers' procurement rates.

Recovery of Gertain Disallowed Transmission Costs

in September 2005, the FERC approved SDG&E's May 2005 settlement with the California
independent System Operator (ISO), which provides for refunds of ISO charges on the Arizona Public
Sarvice Co. and the Imperial lrrigation District ownership shares of the Southwest Powerlink, and
resclves such unreimbursed charges going ferward. Therefore, SDG&E recorded pre-tax Income of
$44 million in the third quarter of 2005.

California Utilities’ Structural Changes

On January 4, 2008, the company announced an agreement that, subject tc court approval, would
settle the Continental Forge antitrust litigation, an identical proceeding in Nevada and class action
lawsuits alleging price misreporling and wash trading. The agreement included that the California
Utilities will seek approval from the CPUC to integrate their nalural gas transmission facilities and o
develop both firm, tradable natural gas receipt peint rights for access to their combined intrastate
transmission system and firm storage capacity rights on SoCalGas' underground natural gas stcrage
system. Additional discussion of the setllement is provided in Note 15 under “Legal Proceedings.”
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Gain on Sale Rulemaking

A rulemaking was issued in September 2004 to standardize the treatment of gains on sales of property
by the I0Us. This rulemaking may result in the adoption of a general ratemaking policy for allocation
between utility sharsholders and ratepayers of any gain or loss on sale of utility property. The CPUC
will consider adopting a standard percentage allocation, probably betwaeen 5 percent and 50 percent to
shareholders, rather than resolving such allocations on a case-by-case basis, as is now its practica. In
unusual circumstances the CPUC would be able fo depart from the standard allocation fo be adopted.
The CPUC intends to apply this standard percentage to sales of both depreciable and non-depreciable
property. The rulemaking states that the new policy would replace the CPUC's current palicy of
allocating to shareholders all gain or loss to shareholders on sale to a municipality of a utility operating -
system. In Navember 2005, a proposed decision was issued that, if approved, would adopt a process
for allocaling gains on sale received by certain electric, natural gas, telecommunications and water
utilities when they sell utility land, assets such as buildings, or other tangible or intangible assets
formerly used to serve utility customers. In most cases, utility customers should receive 75% of the
gain. The utiliies’ shareholders should receive the remaining 25% of the gain on sale. Opening and
reply comments to the proposed decision were filed in January 2006. The final outcome of the
rulsmaking may be different than that proposed for comment in the order instituting the rulemaking.

Southern California Wildfires

In August 2005, the CPUC granted SDG&E full recovery, via its catastrophic event memorandum
account (CEMA), of incurred costs ($40.8 million) associated with the fires.

NOTE 15. COMMITMENTS AND CONTINGENCIES
Legal Proceedings

In January 20086, the company reached agreements, subject to court approval, to settie certain
litigation arising out of the 2000 - 2001 California ensrgy crisis. As a result of that-settlement, the
company increased its reserves at December 31, 2005, to $743 miflion, of which $585 million relates to
the settled matters.

Other reserves of $158 million have been established for the litigation that is continuing at February 22,
2008. The uncertainties inherent in complex legal proceedings make it difficult to estimate with any
degree of certainty the costs and effects of resolving these matters. Accordingly, costs ultimately
incurred may differ materially from estimated costs and could materially adversely affect the company's
business, cash flows, results of aperaticns and financial condition.

Settlement Agreements

The litigation that is the subject of the settlemeni agreements is frequently referred to as the
Continental Forge litigation, although the settlements also include cther cases. The Continental Forge
litigation, consisting of class-action and individual antitrust and unfair competition lawsuits consolidated
in San Diego Superior Court, allege that Sempra Energy and the California Uiilities, along with Ef Paso
and several of its affiliates, unlawfully sought to control natural gas and electricity markets and claim
damages of $23 billion after applicable trebling. Plaintiff class membars include virtually all natural gas
and electric consumers served by the California IOUs. The settlement of Continental Forge would also
include the settlement of class action price reporting litigation, consisting of antitrust and unfair
competition lawsuits coordinated in the San Diego Superior Court, alleging that Sempra Energy and its
subsidiaries unlawfully misreported natural gas transactions to publishers of price indices and engaged
in natural gas wash trading transactions. A second setilament agreement relates to class-action
litigation brought by the Nevada Attorney General in Nevada Clark County District Court and involves
virtually identical allegations to those in the Continental Forge litigation.
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To settle the California and Nevada litigation, the company would make cash payments in installmants
aggregating $377 million, of which $347 million relates to the Continental Forge and California class
action price reporting litigation and $30 million relates to the Nevada antitrust litigation. Of the $377
million, $83 million would be paid within thirty days of final approval of the settiement by the San Diego
County Superior Court and an additional $83 million would be paid on the first anniversary of that
approval. Of the remaining amount, $27.3 million would be paid on the closing date of the settlement
and $26.3 million would be paid on each successive anniversary of the closing date through the
seventh anniversary of the closing date. At any time after the first anniversary of the closing date, the
company would have the option fo prepay all or any portion of the remaining unpaid settlement
amounts at a discount rate of 7%, with any partial prepayment applied to and reducing each remaining
payment on an equal and proportionate basis.

Additional consideration for the California settlement includes an agreement that Sempra LNG waould
soll to the California Utilities, subject to CPUC approval, re-gasifiad liquefied natural gas from its
liquefied natural gas terminal being constructed in Baja California, Mexico at the California border
index price minus $0.02. The volumes to be purchased and sold would be up to 500 million cubic feet
per day that Sempra Energy subsidiaries currently have contraciual rights to purchase and ihat is not
delivered or sold to Mexican entities. The California Utilities also would sesk approval from the CPUC
to integrate their natural gas transmission facilities and to develop both firm, fradable naturai gas
raceipt point rights for access to their combined intrastate transmission system and SoCalGag’
underground natural gas storage system. In addition, as described below, Sempra Generation
voluntarily would reduce the price that it charges for power and limit the places at which it would deliver
power undet its contract with the DWR.

The California settlament is subject to the approval of the San Diego Superior Court, which has
preliminarily approved the settlement, and authorized providing notice to the plaintiff class. The Los
Angeles City Council has not yet voted to approve the City of Los Angeles's participation in the
seltlement and it may elect to continue pursuing its Individual case against Sempra Energy and the
Califernia Utilities. If the Cily of Los Angeles decides not to participate, the company may, at its option,
either proceed with the settlement of the class action and other individual cases or terminate the entire
agreement. The California Attorney General, the DWR, the California Enargy Oversight Board, Edison,
and Pacific Gas & Electric Company unsuccessfuily challenged the proposed notice to the class based
on their concern that, among other things, the releases in the settlement agreement may be sufficiently
broad to encompass other proceedings against Sempra Energy and its subsidiaries to which they are
parties. The final approval hearing for the Continental Forge settlement is scneduled to occur on
June 8, 2006. The Nevada settlement is subject ta approval by the Nevada Clark County District Court,
which has not yet approved notice to the class or scheduled a final approval hearing. Both the
California and Nevada settlerments must be approved for either settlement to take effect, but the
company is permitted to waive this condition. The setllements are not conditioned upon approval by
the CPUC, the DWR, or any other governmental or regulatory agency to be effective.

Sempra Energy recorded an after-tax charge of $116 milion for the quarter ended Decamber 31, 2005
(all at the parent company) to provide additional reserves to reflect the costs of the settlements that
exceed amounts previously reserved. The additional and previously reserved amounts for the
California and Nevada seitlements aggregate $585 million (including $76 million at SDG&E and $155
million at SoCalGas) and fully provide for the present value of hoth the cash amounts to be pald In the
selflements and the price discount to be provided on electricity expected to be delivered under the
DWR contract.

DWR Contract

In 2003, Sempra Generation was awarded summary judgment in its favor in a state civil action
between Sempra Generation and the DWR, In which the DWR sought to void its 10-ysar contract
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expiring in 2011, under which the company sells electricity to the DWR. On June 21, 2005, the
California Court of Appeal reversed the summary judgment decision, concluding that the contract
language was ambiguous and that the claims raised by Sempra Generation's complaint and the
DWR's cross-complaint for breach of confract and misrepresentation present triable issues of material
fact that must be addressed by further evidence and proceedings in the trial court. The case has now
been remanded back to the trial court for further proceedings, with a September 15, 2006 trial date.

In 2003, the FERC rejected federal regulatory challenges to Sempra Generation's contract with the
DWR, as well as contracts between the DWR and other power suppliers, and upheld the confracts as
consistent with the public interest. The FERC found no evidence of unfairness, bad faith or duress in
the ariginal contract negoliations and said there was no credible evidence that the contracts placed the
complainants in financial distress or that ratepayers will bear an excassive burden. In December 2003,
appeals of this matter were filed by a number of parties, including the California Energy Oversight
Board and the CPUC. Oral argument on the appeal from the FERC decision was held in December
2004, with a decision by the Ninth Circuit Court of Appeals pending. There is no timetable for the court
to render its decision.

The DWR continues to accept scheduled power from Sempra Generation and has paid all amounts
billed. However, the DWR has commenced an arbitration proceeding disputing Sempra Generation’s
performance on various operational matters. The DWR has disputed a portion of the billings and the
manner of certain deliveries and is seeking termination of the contract. Sempra Generation disputes
these claims and an arbitration panel heard the matter in November 2005, with a decision expected in
late April 2006. In addition, the DWR has indicated its intention to commence ancther arbitration
disputing payment for energy it claims it did nof receive.

In connection with the Continental Forge settlement agreement described above, Sempra Generation
would voluntarily limit the places to which it delivers energy to the DWR and reduce the price it charges
for electricity under the contract in the form of a $4.15 per megawati-hour discount to its energy charge
effective for deliveries after December 31, 2005. Based on the expected volumes of power to be
delivered under the contract, this discount would have potential value aggregating $300 million over
the remaining six-year term of the contract. In lieu of continuing to provide the discount, Sempra
Generation would be permitted to elect, at the end of any calendar manth, to make a one-time payment
to the Continental Forge litigation settlement fund equal to the present value of a stream of payments
of approximately $4.35 million per month over the remaining term of the contract using a 7%
annualized discount rate. In addition, the discount in power prices provided hy the seftlement would be
reduced by amounts in excess of $150 million that Sempra Generation |s ordered to pay or incurs as a
monetary award, any reduction in future revenues or profits, or any increase in future costs in
connection with arbitration proceedings involving the DWR contract.

As a result of reflecting the price discount of the DWR cantract in 2005, earnings reported on the DWR
contract for subseguent years will confinue to reflect original rather than discounted power prices.

Other Natural Gas Cases

On November 21, 2005, the California Attornay General and the CPUC filed a lawsuit against Sempra
Energy and the California Utilities in San Diego Countly Supericr Court alleging that in 1998 Sempra
Energy and the California Ulilities had intentionally misled the CPUC in ultimately obtaining CPUC
approval to use the utilitfes’ California natural gas pipsline capacity to enable Sempra Energy's
non-utility subsidiaries to deliver natural gas to a power plant in Mexico, It further alleges that, as a
result of insufficient utility pipeline capacity to serve both the power plant and California customers,
SDGA&E curtailed natural gas service to electric generators and large California commercial and
industrial customers 17 times in 2000 - 2001, with service disruptions resulting in increased air
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pollution and higher electricity prices for California consumers from the use of oil as an alternate fusl
source by electric generating plants. The lawsuit seeks statutory penalties of not legs than $1 million,
$2,500 for each of an unspecified number of instances of unfair business practices, and unspecified
amounts of actuat and punitive damages. It also seeks an injunction to require divestiture by Sempra
Energy of non-utility subsidiaries to an extent to be determined by the court.

In April 2003, Sierra Pacific Resources and its utility subsidiary Nevada Power filed a lawsuit in U.S.
District Court In Las Vagas against major natural gas suppliers, and included Sempra Energy, the
California Utilities and Sempra Commodities, seeking recovery of damages alleged to aggregate in
excess of $150 million (before frebling). The U.S. District Court dismissed the case in November 2004,
determining that the FERC had exciusive jurisdiction ta resolve the claims. in January 2005, plaintiffs
filed an appeal with the Ninth Circuit Court of Appeals.

Between May 2003 and December 2004, 20 antitrust actions were filed against Sempra Energy, and one
or more of its affiliates (the California Ulilities and Sempra Commodities, depending on the lawsuit) and
various, unrelated energy companies, alleging that energy prices were unlawfully manipulated by the
reporting of artificially inflated natural gas prices fo trade publications and by entering info wash frades.
Sevaral of thase lawsuits seek class action certification. On April 8, 2005, one of those lfawsduits, filad in
the Nevada U.S. District Court, was dismissed on the grounds that the claims ‘asserted were preempted
by federal law and the Filed Rate Doctrine. In June 2005, the three remaining lawsuits pending in the
Nevada U.S. District Court were amended to name the California Utilities as defendants and to include
congpiracy allegations similar to those made in the Continantal Forge litigation. On Dacember 27, 2005,
the District Court dismissed these three actions, on the grounds that the claims asserted in these suits
were preempted under federal law and the Filed Rate Doctrine. In addition, in June 2005, a class action
lawsuit similar to the pending individual suits in the Nevada federal court was filsd in the U.S. District
Court for the Eastern District of California and has now been coordinated with the Nevada federal court
proceading. That action was stayed pending the court's determination of the motions to dismiss in the
other federal cases. The company will procead to seek the dismissal of this action as well. With respect
to the lawsuits coordinated before the San Diego Superior Court, on June 29, 2005, the court denied the
defendants’ motion to dismiss on preemption and Filed Rate Doctrine grounds. A separate motion to
dismiss filed by Sempra Energy for improper joinder remains pending resolution by the court. On
January 4, 2008, the parties agreed to settle the class action cases coordinated in the San Diego
Superior Court as part of tha overall Continental Forge settlament described above.

Efectricity Cases

Various antitrust lawsuits, which seek class-action certification, allege that numerous entities, including
Sempra Energy and certain subsidiaries that participated in the wholesale electricity markets,
unlawfully manipulated those markats. Coliectively, these lawsuits allege damages against all
defendants in an aggregate amount in excess of $16 hillicn (before trebling). In January 2003, the
federal court granted a mofion to dismiss one of thase lawsuits, filed by the Snohamish County,
Washington Public Utility District agalnst Sempra Energy and certain non-utility subsidiaries, among
others, on the grounds that the claims contained in the complaint were subject to the Filed Rate
Doctrine and wers preempted by the Federal Power Act. In September 2004, the Ninth Cirecuit U.S.
Court of Appeals affirmed the district court's ruling, finding that the FERGC, not civil courts, has
exclusive jurisdiction over the matter. Snohomish County appealed the Ninth Circuit decision to the
U.S. Supreme Court, which, in June 2005, declined to review the decision. Tha company believes that
this decision provides a precedent for the dismissal on the basis of federal preemption and {he Filed
Rate Doctrine of the other lawsuits against the Sempra Energy companies claiming manipulation of the
electricity markets. On October 4, 2005, on the basis of federal preemption and Filed Rate grounds,
the San Diego Superior Court dismissed with prejudice the initial consolidated cases that claimed that
energy companies, such as the Sempra Energy companies, manipulated ithe wholesale electricity
markets. In December 2005, plaintiffs filed an appeal in that case.
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In May 2003, the Port of Seattle filed a similar complaint against a number of energy companies,
including Sempra Energy, Sempra Generation and Sempra Commodities. That action was dismissed
by the San Diego U.S. District Court in May 2004. Plaintifif has appealed the decision and oral
argument has heen scheduled for March 7, 2006. In May and June 2004, two lawsuits substantially
identical to the Port of Seattle case were filed in Washington and Oregon U.S. District Courts. These
cases were fransferred to the San Diego U.S. District Court and motions 1o dismiss were granted in
both cases on February 11, 2005, and plaintiffs have appealed. Oral argument on these appeals have
not yet been scheduled. In October 2004, another case was filed in Santa Clara Superior Court against
Sempra Generation, alleging claims substantively identical to those in the Port of Seatile case. This
action was removed to the U.S. District Court in April 2005. A similar action against Sempra
Generation, alleging that various entities coerced the DWR into long-term contracts to supply electricity
that contained unfair and unreasonable terms in violation of California law, was dismissed with
prejudice in September 2005, on federal preemption and Filed Rate grounds. The plaintiff did not
appeal this dismissal.

On November 16, 2005, the California Attorney General filed litigation against Sempra Commuadities,
alleging that its traders manipulated wholesale electricity prices during the California energy crisis. The
complaint does naot specify an amount of damages and civit penalties, alihough the Atlorney General
issued a press release indicating that the damages and penalties “should total hundreds of millions of
dollars.” The case was removed to federal District Court and the Attorney General has filed a motion to
remand the case back to the stale superior court. The FERC has previously investigated numerous
energy trading companies, including Sempra Commodities, regarding manipulation of energy prices.
As further discussed in “FERC Manipulation Investigation” helow, Sempra Commodities settled with
the FERC in August 2004, reaching a full, final and complete resolution of all issues relating to it.

CPUC Border Price Investigation

In November 2002, the CPUC instituted an investigation into the Southern California natural gas
market and the price of natural gas delivered to the California-Arizona border between March 2000 and
May 2001. The Administrative Law Judge's (ALJ) proposed decision highly c¢ritical of SoCalGas’
natural gas purchase, sales, hedging and storage activities during the period was rejected by the
CPUC in December 2004,

The portion of this investigation relating to the California Utilities is still open. If the investigation were to
detarmine that the conduct of either of the California Utilities contributed to the natural gas price spikes
that occurred during the investigation period, the CPUC may modify the party’s natural gas
procurement incentive mechanism, reduce the amount of any shareholder award for the period
involved, and/ar order the party to issue a refund to ratepayers. At December 31, 2005, the cumulative
amount of these shareholder awards, substantially all of which has been included in income, was $67.9
millicn.

The CPUC may hold additional hearings to consider whether other companies, including other
California ultilities, as well as the company and its non-utility subsidiaries, contributed fo the natural gas
price spikes, or issue an order terminating the investigation. Discovery is ongoing and initial testimony
was filed in November 2005, Hearings are expected to begin in late July 20086,

FERC Refund Proceedings

The FERC is investigating prices charged to buyers in the Caiifornia Power Exchange {(PX) and IS0
markets by various electric suppliers. In December 2002, a FERC ALJ issued preliminary findings
indicating that the PX and 1SO owe power suppliers $1.2 billion for the October 2, 2000 through
June 20, 2001 period (the $3.0 billion that the California PX and ISO still owe energy companies less
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$1.8 billion that the energy companies charged California customers in excess of the preliminarily
determined competitive market claaring prices). In March 2003, the FERC adopted its ALJ's findings,
but changed the calculation of the refund by basing it on a different estimate of natural gas prices. The
March 2003 order estimates that the replacement formula for estimating natural gas prices will
increase the refund obligations from $1.8 billion to more than $3 billion for the same time period.
Pending in the Ninth Circuit are various parties’ appeais on aspects of the FERC’s order. in April 2005,
the Ninth Circuit heard oral argument on issues relating to the scope of the refund proceeding and
whether the FERGC had jurisdiction o order refunds from governmental entities. The Ninth Circult
determined in September 2005 that FERC did not have jurisdiction to order refunds from governmental
entities. The California 10Us, including SDPG&E, have now filed claims with the various governmental
gntities to recoup monles paid cver and above the just and reasonable rate for power in the 2000-2001
time frame. A decision on the remaining issues argued before the Court in April 2005 remains pending.
Sempra Commodities previously established reserves for its likely share of the original $1.8 billion
discussed above. During 2004 and 2005, Seampra Commadities recorded additional reserves to reflect
the estimated effect of the FERC's revision of the benchmark prices to be used by the FERC to
calculate refunds, and Sempra Generation recorded its share of the 2004 and 2005 amounts related to
its transactions with Sempra Commodities.

In a separate complaint filed with the FERC in 2002, the California Attorney General challenged the
FERC's authority to establish a market-based rate regime, and further contended that, even if such a
regime were valid, electricity sellers had failed to comply with the FERC's quarterly reporting
requirements. The Aftorney General requested that the FERC order refunds from suppliers. The FERC
dismissed the complaint and Instead ordered sellers to restate their reports. After an appeal by the
California Aitorney General, the Ninth Circuit Court of Appeals upheld the FERC's authority to establish
a market-based rate regime, but ordered remand of the case to the FERC for further proceedings,
siating that failure to file transaction-specific quarterly reporis gave the FERC authority to order refunds
with respect to jurisdictional sellers. In October 2004, the FERC announced that it will not appeal the
court’s decision. Although a group of sellers has requested the Ninth Circuit to rehear this matter, the
timing and substance of the FERC's response to the remand is not yet known, However, it is possible
that the FERC could order refunds or disgorgement of profits for periods in addition to those covered
by its prior refund orders and substantially increase the refunds that ultimately may be required to be
paid by Sempra Commodities and other power suppliers.

At December 31, 2005, Sempra Commodities remains due approximately $100 million from energy
sales made in 2000 and 2001 through the ISO and the PX markets. The collection of these receivables
depends on several factors, including the FERC refund case. The company believes adequate
reserves have been recorded.

Settfament of Claims Associated with FERC Investigations

SDG&E has been awarded $137 million through December 31, 2005, in settlement of certain clzims
against electricity suppliers related to the 2000-01 California energy crisis. The net proceeds of these
settlements are applied to reduce electric rates.

FERC Manipufation Investigation

The FERC is separately investigating whether there was manipulation of short-term energy markets in
the western United States that would constitute violations of applicable tariffs and warrant
disgorgement of associated profits. In this proceeding, the FERC's authority is not confined to the
periods relevant to the refund proceeding. In May 2002, the FERC ordered all energy companies
engaged in electric energy trading aciivities to state whether they had engaged in varicus specific
trading activities in violation of the PX and IS0 tariffs,
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On June 25, 2003, the FERC issued several arders requiring various entiiies to show cause why they
should not be found to have violated California ISO and PX tariffs. First, the FERC directed 43 entifies,
including Sempra Commodities and SDG&E, to show cause why they should not disgorge profits from
certain transactions between January 1, 2000 and June 20, 2001 that are asserted to have constituted
gaming andfor anomalous market behavior under the California 18O and/or PX tariffs. Second, the
FERC directed mare than 20 entfities, including Sempra Commedifies, to show cause why their
activities, in partnership or in alliance with others, during the same period did not constitute gaming
andfor anomalous market behavior in violation of the tariffs. Remedies for confirmed violations could
include disgorgement of profits and revocation of market-based rate authorify. On October 31, 2003,
Sempra Commodities agreed to pay $7.2 million in full resolution of these investigations. That liability
was recorded as of December 31, 2003. The Sempra Commodities settlement was approved by the
FERG on August 2, 2004, Cartain California parties have sought rehearing on this order. SDG&E and
the FERC resolved the matter through a settlement, which documents the 150’s finding that SDG&E
did not engage in market activities in violation of the SO or PX tariffs, and in which SDG&E agreed to
pay $27,792 into a FERC-established fund.

Other Litigation

The company and several subsidiaries, along with three oil and natural gas companies, the City of
Beverly Hills and the Beverly Hills Unified School District, are defendants in a toxic tort lawsuit filed in
Los Angeles County Superior Courl by approximately 1,000 plaintiffs claiming that various emissions
resulted in cancer or fear of cancer. An initial twelve plaintiffs have a trial scheduled for October 2006
in which they seek unspecified compensafory and punitive damages. Sempra Energy has submitted
the case to its insurers, who have reserved their rights with respect to coverage.

In 1998, Sempra Energy and the California Utilities converied their traditional pension plans (other than
the SoCalGas union employse plan} to cash balance plans. On July 8, 2005, a lawsuit was filed
against SoCalGas in the U.S. District Court for the Central District of California alleging that the
canversion unlawfully discriminated against older employees and failed to provide required disclosure
of a reduction in benefits. The lawsuit has bean dismissed except for a single claim for alleged failure
to make proper notification of plan changes. The company intends to seek to dismiss the remaining
claim but believes that any adverse determination in the litigation would not be material.

In May 2003, a federal judge issued an order finding that the DOE’s environmental assessment of
Sempra Generation’s Termoeléctrica de Mexicali (TDM) plant and another, unretated Mexicali power
plant failed to evaluate the plants' environmental impact adequately and called into question the U.S.
permits they recsived to build their cross-border transmission lines. In July 2003, the judge ordered the
DOE to conduct additional environmental studies and denied the plaintiffs’ request for an injunction
blocking operation of the transmission lines, thus allowing the continued operation of the TDM plant.
The DOE undertook to perform an Enviranmental Impact Study, which was completed in December
2004, and the U.S. permits were reissued in April 2005, In August 2005, plaintiff filed an amended
complaint that challenges the agency action oh the reissued permits, claiming that the government
failed to comply with federal environmental regulations in issuing new permits. On October 12, 2005,
the court granted the company’s reguest to intervene in the litigation.

Argentine Investments

As a result of the devaluation of the Argentine pesc at the end of 2001 and subsequent further
declines, Sempra Pipelines & Storage reduced the carrying value of its investment downward by a
cumulative total of $201 million as of December 31, 2005 ($198 million as of December 31, 2004),
which does not affect the calculation of the company’s net income unless the company were to dispose
of its investment.

SEMPRA ENERGY 95.



A decision is expected in late 2006 on Sempra Pipelines & Storags's arbitration proceedings under the
1094 Bilateral Investment Treaty bstwsesn the United States and Argentina for recovery of the
diminution of the value of Sempra Pipelines & Storage's investmants that has resulted from Argentine
governmental actions. Sempra Energy also has a $48.5 million political-risk insurance palicy under
which it filed a claim fo recover a poriion of the invesfments’ diminution in vaiue, which could be
resolved in mid 2006.

Natural Gas Contracts

The California Utilities buy natural gas under short-term and long-term contracts. Purchases are from
various Southwest U.S. and Canadian suppliers and are primarily based on monthly spot-market
prices. The California Utilities transport natural gas under long-term firm pipeline capacity agreements
that provide for annual reservation charges, which are recovered in rates. SoCalGas has commitments
with pipeline companies for firm pipeline capacity under contracts that expire at various dates through
2011. Note 14 discusses the CPUC’s Gas Market OIR.

SDGAE has long-term natural gas transportation contracts with various interstate pipelines that expire
on various dates between 2006 and 2023. SDG&E currently purchases natural gas on a spot basis to
fill its long-term pipeline capacily, and purchases additional spot market supplies delivered directly to
California for its remaining requirements. SDG&E continues its ongoing assessment of ifs [ong-term
pipeline capacity portfolio, including the release of a portion of this capacity to third parties. In
accordance with regulatory directives, SDG&E reconfigured its pipeline capacity portfolio in November
2005 to secure firm transportation rights from a diverse mix of U.S. and Canadian supply sources for
its projected core customer natural gas requirements.

At December 31, 2005, the future minimum payments under existing natural gas contracts ware:

Storage and  Natura

(Dollars in millions) Transportation Gas Total
20086 $185 $1,808 $2,083
2007 129 464 593
2008 122 3 125
2009 105 3 108
2010 80 2 82
Thereafter 196 — 196
Total minimum payments $817 $2,370 $3,187

Total payments under natural gas contracts were $3.5 billion in 2005, $2.8 biliion in 2004 and $2.2
billion in 2003.

In October 2004, Sempra LNG signed a sale-and-purchase agreement with British Petroleum for the
supply of 500 million cubic feet of natural gas per day fram Indonesia’s Tangguh liguefaction facility to
Sempra LNG's Energla Costa Azul regasification terminal. The 20-year agreement provides for pricing
tied tc the Southern California border index for natural gas and will supply haif of the capacity of
Energia Costa Azul.

Purchased-Power Contracts

For 2006, SDG&E expects to receive 43 percent of its customer powsr reguiremsnts from DWR
allocations. Of the remaining requirements, SONGS is expected to account for 17 percent, long-term
contracts for 19 percent (of which 7 percent is provided by renewahle contracts expiring on various
dates through 2025), Palomar for 12 percant and spot market purchases for 9 percent. The long-term
contracts expire on various dates through 2032.
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Sempra Commodities is committed to purchasing $161 million of powsr from an unconsclidated
affiliate in varying amounts through 2014,

At December 31, 2005, the estimated future minimum payments under the long-term contracts (not
inciuding the DWR allocations) were:

{Doliars in millions)

2006 $ 285
2007 , 287
2008 327
2009 310
2010 286
Thereafter _ 2,641
Total minimum paymeants $4,136

The payments represeni capacity charges and minimum energy purchases. SDG&E is required to pay
additional amounts for actual purchases of enargy that exceed the minimum energy commitments.
Excluding DWR-allocated contracts, tolal payments under the contracts were $363 million in 2005,
$329 million in 2004 and $396 million in 2003,

Coal Commitments

At December 31, 2005, Sempra Generation had a contract that includes annual commitments to
purchase lignite coal for Twin Oaks either until an aggregate minimum volume has been achieved or
through 2025. Future minimum payments under the contract totaled $394 million, for which payments
of $28 million are due for 2006, $28 million for 2007, $27 million for 2008, $27 million for 2009, $26
million for 2010 and $258 million thereafter. The minimum payments have been adjusted for allowed
shortfalls and 90-percent minimum take-or-pay requirements under the contract. On January 18, 2006,
the company announced an agreement to sell the plant, which would result in the buyer assuming the
coal contract. On January 20, 2006, the contract was amended to extend the contract life and change
the base price and the mechanism for future price adjustments.

Leases

The company has leases (primarily operating) on real and personal property expiring at various dates
from 2006 to 2045. Certain leasas on coffice facilities contain ascalation clauses requiring annual
increases in rent ranging from 2 percent to 5§ percent. The rentals payable under these leases are
determined on both fixed and percentage bases, and most leases contain extension options which are
exercisable by the company. The company also has long-term capital leases on real property.
Property, plant and equipment included $8 million at December 31, 2005 and $28 milion at
December 31, 2004, related to these leases. The associated accumulated amortization was $5 million
and $24 million, respectively. The 2005 amounts are significantly smallar, primarily due to the
expiration of a capital lease in 2005.
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At December 31, 2005, the minimum rental commitments payable in future years under all
noncancellatle leases were as follows:

Operating  Capitalized

{Dollars in millions) Leases Leases
2006 3113 $1
2007 105 1
2008 25 1
2009 89 1
2010 77 —_
Thereafter 155 1
Total future rental commitments $634 5
Imputed interest (6% to 10%) (1)
Net commitments $4

Rent expense for operating leases totaled $98 million in 2005, $88 million in 2004 and $390 million in
2003. Depreciation expense for capitalized leases is included in Depreciation and Amortization on the
Statemants of Cansolidated Income.

Construction Projects

Sempra Global has several subsidiaries which have developed or are in the process of constructing
various capital projects in the United States and In Mexico. The following is a summary of
commiiments related to the projects developed or under development. Additional information is
provided in Note 2.

Sempra LNG

In Becember 2004, Sempra LNG entered into agreements for the construction of the Energia Costa
Azul LNG receipt facility and for the project's breakwater. As of December 31, 2005, Sempra LNG
expects to make payments under the contracts of $343 million, including $258 million in 2006 and $85
miflion in 2007. in August 2005, Sempra LNG entered into an agreement with a group of companies for
the construction of the Cameron LNG receipt facility. As of December 31, 2005, expected payments
under this contract include $305 million in 2006, $138 million in 2007 and $68 million in 2008, for a total
of $511 mitlion over the term of the contract.

Sempra Pipelines & Storage

During 2005, Sempra Pipalines & Storage enterad into $31 million of contracts to purchase pipes and
professional services related to the Liberty project.

Guarantees

In conjunction with the acauisition of the former AEP power plants, Sempra Energy provided AEP a
guarantee for certain specified liabilities described in the acquisition agreement. As of December 31,
2005, substantially all of the company’s guarantees were intercompany, whereby the parent issues the
guarantees on behalf of its consolidated subsidiaries. The only other significant guarantee is the $25
million related to debt issued by Chilguinta Energia Finance Go., LLC, an unconsolidated affiliate. Like
the AEP guarantee (as discussed in Note 3), this guarantee is also cansidered o have an immaterial
fair value, due to the expectation that performance will not be required,
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Sempra Generation’s Contract with the DWR

In May 2001, Sempra Generation entered into a ten-year agreement with the DWR 1o supply up to
1,900 MW of power to California. Sempra Generation may, but is not obligated to, deliver this electricity
from its portfolio of natural gas-fired plants in the western United States and Bgja California, Mexico.
Subsequent to the state’s signing of this contract and slectricity-supply contracts with other vendors,
various state officials have contended that the rates called for by the contracts are too high. Based on
current natural gas prices, the price of power under the long~term contracts exceeds the cusrent spot
market price for electricity. Information concerning the validity of this contract, the FERC's orders
upholding this contract, the pending appeal of the orders, and a unilateral reduction in the contract
price is provided under “Legal Proceedings — DWR Contract” above.

Department of Energy Nuclear Fuel Disposal

The Nuclear Waste Policy Act of 1982 made the DOE responsible for the disposal of spent nuclear
fuel. Howevar, it is uncertain when the DOE will begin accepting spent nuclear fuel from SONGS. This
delay by the DOE will lead to increased costs for spent fuel storage. This cost will be recovered
through SONGS revenue unless the company is able to recover the increased cost from the federal
government.

Electric Distribution System Conversion

Under a CFPUC-mandated program, the cost of which is included in utility rates, and through franchise
agreements with various cities, SDGS&E is committed, in varying amounts, to converting overhead
distribution facilities to underground. As of December 31, 2005, the aggregate unexpended amount of
this commitment was $67 million. Capital expenditures for underground conversions were $32 million
in 2005, $23 million in 2004 and $28 million in 2003.

Environmental Issues

The company's operations are subject to federal, state and local environmental laws and regulations
governing hazardous wastes, air and water quality, land use, solid waste disposal and the protection of
wildlife. Laws and regulalions require that the company investigate and remediate the effects of the
release or disposal of materials at sites associated with past and present operations, including sites at
which the company has been identified as a Potentially Responsible Party (PRP) under the federal
Superfund laws and comparable state laws. The company is required to obtain numerous
governmental permits, licenses and other approvals to construct facilities and operate its businesses,
and must spend significant sums on environmental monitoring, pollution control equipment and
emissions fees. Increasing national and international concerns regarding global warming and mercury,
carbon dioxide, nitregen oxide and sulfur dioxide emissions could result in requirements for additional
pollution control equipment or significant emissions fees or taxes, particularly with respect fo coal-fired
generation facilities, that could adversely affect Sempra Generation. Costs incurred at the California
Utilities to operate the facilities in compliance with these laws and reguiations generally have been
recoverad in customer rates.

Significant costs incurred to mitigate or prevent future environmental contamination or exiend the life,
increase the capacity or improve the safety or efficiency of property utilized in current operations are
capitalized. The company's capital expenditures to comply with environmental laws and regulations
were $20 million in 2005, $22 million in 2004 and $14 million in 2003 (includes only the company's
share in cases of non-wholly owned affiliates). The cost of compliance with these regulations over the
next five years is not expected to be significant.
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The company has identified no significant environmental issues oulside the United States, except for
the additional environmental impact studies the DOE conducted of the TDM power plant near Mexicali,
Baja California, Mexico. Additiona! information regarding enviranmental issues s provided above under
“Legal Proceedings.”

At the California Utilities, costs that relate to current operations ar an existing condition caused by past
operations are generally recorded as a regulatory asset due to the probability that these costs will be
recovered in rates.

The environmental issues currently facing the company or resolved during the last three years include
investigation and remediation of the California Ulilities’ manufactured-gas sites (31 completed as of
December 31, 2005 and 13 to be complated), cleanup of third-party waste-disposal sites used by the
company, which has bzen identified as a PRP (investigations and remediations are contihuing) and
mitigation of demage to the marine environment caused by the cooling-water discharge from SONGS
{the requirements for enhanced fish protection, a 150-acre artificial reef and restoration of 150 acres of
coastal wetlands are in process).

Environmenta! liabilities are recorded when the company's liability is probable and the costs are
reasonably estimable. In many cases, however, investigations are not yet at a stage where the
company has been able {o determine whether it is liable or, if the liability is probable, to reasonably
estimate the amount or range of amounts of the cost or certain compaonents thareof. Estimates of the
company's liabllity are further subject fo other uncertainties, such as the nature and extent of site
contamination, evolving remediation standards and imprecise engineering cvaluations. The accruals
are reviewad periodically and, as investigations and remsdiation proceed, adjustments ars made as
necessary. Not including the liability for SONGS marine mitigation, which SDG&E is participating in
jeintly with Ediscn, at December 31, 2005, the company's accrued liahility for environmental matiers
was $58.4 million, of which $44.2 million is related to manufactured-gas sites, $10.3 million to cleanup
at SDGA&E's former fossil-fueled power plants, $1.6 millicn to waste-disposal sites used by the
company (which has been identified as a PRP) and $2.3 million to other hazardous waste sites. The
majority of these accruals are expected to be paid ratably over the next two years.

Muclear Insurance

SDGA&E and the other owners of SONGS have insurance to respond to nuclear liability claims related
to SONGS. The insurance provides coverage of $300 million, the maximum amount available, In
addition, the Price-Anderson Act provides for up to $10.5 hillion of secondary financial protection.
Should any of the licensed/commercial reactors in the United States experience a nuclear liability loss
which exceeds the $300 million insurance limit, all utilities owning nuclear reactors could be assessed
to provide the secondary financial protection. SDG&E'’s total share would be up to $40 million, subject
to an annual maximum assessment of $6 million, unless a default were to occur by any other SONGS
owner. In the event the secondary financial protection limit were insufficient to cover the liability loss,
SDGAE could be subject to an additional assessment.

SDG&E and the other ownears of SONGS have $2.75 billion of nuclear property, decontamination and
debris removal insurance and up fo $490 million for outage expenses and replacement power costs
incurred because of accidental property damage. This coverage is limited to $3.5 million per week for
the first 52 weeks and $2.8 million per waek for up to 110 additional weeks, after a waiting period of
12 weeks. The insurance is provided through a mutual insurance company, through which insured
members are subject to retrospective premium assessments (up to $8.65 million in SDG&E’s case).

The nuclear liability and property insurance programs subscribed to by members of the nuclear power
generating industry include industry aggregate limits for non-certified acts (as definad by the Terrorism
Risk insurance Act) of terrorism-related SONGS losses, inciuding replacement power costs. There are
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industry aggregate limits of $300 million for liability claims and $3.24 billion for property claims,
including replacement power costs, for non-certified acts of terrarism. These limits are the maximum
amount to he paid to members who sustain losses or damages from these non-certified terrorist acts,
For certified acts of terrorism, the individual policy limits stated above apply.

Concentration of Credit Risk

The company maintains credit policies and systems to manage overall credit risk. These policies
include an evaluation of potential counterparties’ financial condition and an assignment of credit limits.
These credit limits are established based on risk and return considerations under terms customarily
available in the industry. The California Utilities grant credit to utility customers and counterparties,
substantially all of whom are located in their service territories, which togethar cover most of Southern
California and a portion of central California.

As described above, Sempra Generation has a contract with the DWR to supply up to 1,900 MW of
power to the state over 10 years, beginning in 2001. Sempra Generation would be at risk for the
amounts of outstanding biliings and the continued viability of the contract if the DWR were to default on
its payments under this contract. The average monthly billing related to this contract is $45 million and
is normally collected by the end of the next month.

Sempra Commodities monitors and controls its credit-risk exposures through various systems which
evaluate its credit risk, and through credit approvals and limits. To mangage the level of credit risk,
Sempra Commadities deals with a majarity of counterparties with good credit standing, enters into
netting arrangements whenever possible and, where appropriate, obtains collateral or other security
such as lock-box liens and downgrade triggers. Netling agreements incorporate rights of setoff that
provide for the net settlement of subject contracts with the same counterparty in the event of default.

The developing LNG projects will result in significant reliance on the credit-worthiness of its major
suppliers and customers of those projects.

NOTE 16. SEGMENT INFORMATION

The company has four separately managed reportable segments: SoCalGas, SDG&E, Sempra
Cemmodities and Sempra Generation. The California Utilities operate in essentially separate service
territories under separate regulatory frameworks and rate structures set by the CPUC. SoCaiGas is a
natural gas distribution utility, serving customers throughout most of southern California and part of
central California. SDG&E provides zlectric service to San Diega and southern Orange counties and
natural gas service to San Diego County. Sempra Commodities, based in Stamford, Connecticut, is
primarily a wholesale trader of physical and financial energy products and other commodities, and a
trader and wholesaler of metals, serving a broad range of customers in the United States, Canada,
Europe and Asia. Sempra Commadities’ business also includes commodity sales on a retail basis to
electricity and natural gas consumers. Sempra Generation primarily owns and operates powsr plants
throughout the U.S. and Mexico, and also provides energy services and faciliies management.
Sempra Generation also owns mineral rights in properties that produce petroleum and natural gas. The
“all other” amounts consist primarily of parent organizations, Sempra Pipelines & Storage, Sempra
LNG, and Sempra Financial.

The accounting policies of the segments are described in Note 1, and segment performance is

evaluated by management based on reported net income. California Utility transactions are based on
rates set by the CPUC and the FERC.
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Sales to the DWR, which is a customer of the Sempra Generation segment and which is discussed in

various sections of this Annual Report, comprise 10% of Sempra Energy's operating revenues.

{Dollars in millions)

2005

Years ended December 31,

2004

2003

OPERATING REVENUES
SoCalGas
SDG&E
Sempra Commodities
Sempra Generation
All other
Adjustments and eliminations
Intersegment revenues

Total

INTEREST EXPENSE
SoCalGas
SDG&E
Sempra Commodities
Sempra Generation
All other
Intercompany eliminations

Total

INTEREST INCOME
SoCalGas
SDGSE
Sempra Commodities
Sempra Generation
All other
Intercompany eliminations

Total

DEPRECIATION AND AMORTIZATION
SoCalGas
SDG&E
Sempra Commodities
Sempra Generation
All other

Total

INCOME TAX EXPENSE (BENEFIT)
SoCalGas
SDG&E
Sempra Commodities
Sempra Generation
All other

Total

NET INCOME (LOSS)
SoCalGas*
SDG&E*
Sempra Commodities
Sempra Generation
All other

Total

$ 4,617 39% $3,007 42% $3,541 45%
2,512 22 2,274 24 2,308 29
2,724 23 1,689 18 1,227 15
1,921 16 1,662 18 773 10

329 3 270 3 208 3
(139) (1N (124) (1) (109) (N
(227) (2) (334) (4) (57) (1)

$11,737 100% $9,434  100% $7,891 100%

$ 48 $ 39 $ 45

74 68 73
49 23 31
29 34 33
309 331 256
(198) (173) (130)
$ 311 $ 322 $ 308
$ 12 $ 4 $ 34
23 25 42
14 8 12
9 7 17
215 198 129
(198) (173) (130)
$ 75 $ 69 $ 104
$ 264 “N% § 255 41% $ 289 47%
264 41 259 42 242 39
28 4 23 4 23 4
57 9 44 7 21 3
33 5 40 6 40 7
$ 646 100% $ 621 100% $ 615  100%
$ 97 231% § 154 80% $ 150  319%
89 212 148 77 148 315
192 457 161 83 67 143
111 264 91 47 27 57
(447) (1,064) (361) (187) (345)  (734)
$ 42 100% $ 193 100% $ 47  100%
$ 211 23% $ 232 26% $ 209 32%
262 28 208 23 334 52
460 50 320 36 128 20
164 18 137 15 80 12
(177) (19) @ — (102)  (16)
$ 920 100% $ 895 100% $ 649 100%

* gfter preferred dividends
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At December 31 or years ended December 31,

{Dallars in millions) 2005 2004 2003
ASSETS
SoCalGas $ 6,007 21% §$ 5,633 24% $ 5,349 24%
SDG&E 7.492 26 6,834 29 6,461 29
Sempra Commodities 11,262 39 7.574 32 6,144 28
Sempra Generation 2,769 9 2,738 11 2,550 12
All other 2,430 8 1,968 8 1,988 g
Intersegment receivables (747) (3 (1,002) 4) (504) (2)
Total $29,213 100% $23,775 100% $21,988 100%
EXPENDITURES FOR
PROPERTY, PLANT &
EQUIPMENT
SoCalGas $ 361 26% $ 311 29% $ 318 30%
SDG&E 464 33 414 38 444 42
Sempra Commoaodities 57 4 126 12 51 5
Sempra Generation 185 13 144 13 144 14
All other 337 24 41 8 92 9
Total $ 1,404 100% $ 1,083 100% $ 1,049 100%

GEOGRAPHIC INFORMATION
Long-lived assets

United States $11,612 88% $10,975 89% $10,380 89%
Latin America 1,493 11 1177 10 1,121 10
Europe 100 1 98 1 87 1
Total $13,205 100% $12,250 100% $11,588 100%
Operating revenues
United States $10,382 89% $ 8,542 91% § 7,215 92%
Latin America 658 8 3111 3 315 4
Europe 639 5 519 6 323 4
Canada 33 —_ 37 —_ 10 —_
Asia 25 —_ 25 — 23 —
Total $11,737 100% $ 9,434 100% $ 7,891 100%
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NOTE 17. QUARTERLY FINANCIAL DATA (UNAUDITED)

Quarters ended

(Dollars and shares in millions, except per share amounts} March 31 June 30 September 30 December 31
2005
Operating revenues $2,697 $2,276 $2,770 $3,904
Operating expenses 2,419 2,066 2,596 3,545
Operating incoms $ 278 $ 210 $ 174 § 449
Income from continuing operations $ 223 $ 123 3 222 $ 361
Net income $ 223 $ 121 $ 221 $ 355
Basic earnings per share:
Income from continuing operations $ 0.96 $ 0.51 $ 087 $ 1.42
Net income $ 0.96 $ 0.50 % 0.87 $ 1.40
Avarage common shares outstanding 2329 243.9 253.0 253.5
' Diluted eamings per share:
Incoma from cantinuing operations $ 0.92 $ 0.49 % 0.86 $ 1.40
Net income $ 092 $ 0.48 $ 0.86 $ 1.38
Average commen shares outstanding 241.1 250.1 257.4 257.8
2004
Operating revenues $2,360 $2,003 $2,165 $2,908
Operating expenses 2,028 1,786 1,810 2,520
Operating income $ 332 $ 217 $ 355 $ 377
Income from continuing cperations § 221 $ 129 3 231 $ 339
Net income $ 197 $ 121 $ 231 $ 346
Basic earnings per share:
Income from continuing cperaticns $ 0.97 $ 0.56 $ 1.01 $ 147
Met income % 0.86 $ 052 3 1.01 $ 1.50
Average common shares outstanding 2281 2304 2294 230.8
Diluted earnings per share:
Income from continuing operations $ 0.96 $ 055 $ 0.08 $ 143
Net income $085 § 052 $ 0.98 $ 1.46
Average common shares oulstanding 2311 234.3 235.9 237.5

Ogerating revenues in the fourth quarter of 2005 included a $78 million before-tax mark-to-market gain
on long-term forward contracts at Sempra Generation and $23 miilion kefore-tax related to the 2005
IRS decision relating to the sale of SDG&E's former South Bay power plant. Operating expenses in the
fourth quarter of 2005 included $180 miliion before-tax California energy crisis litigation expense and
$66 million before-tax of Sempra Generation impairment losses, primarily all of which was related to
the write-down of unused gas and steam turbines. Operating expenses for the third quarter of 2005
included $308 million before-tax California energy crisis litigation expense and a $98 million before-tax
gain on the sale of Sempra Commodities’ natural gas storage facilities. Net income for the third quarter
of 2005 included the favorable resolution of prior years’ income fax issues.

Cperating revenues and expenses in the fourth quarter of 2004 included the favorable impact of the
final Cost of Service decision and cperating expenses included Iitigation costs recorded in the fourth
quarter. Net income in the first and second quarters of 2004 included $24 million and $8 million,
respectively, of losses related 1o the discontinuance and dispesal of AEG. Net income in the fourth
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quarter of 2004 included the $38 million favorable impact of income tax issues related to the reduced
estimate of federal and state income tax liabilities for certain prior years and the $7 million favorable
lax adjustment related to AEG. Note 4 provides a discussion of discontinued operations,

QUARTERLY COMMON STOCK DATA (UNAUDITED}

First Second Third Fourth
Quarter Quarter Quarter Quarter
2005
Market price
High $42.54 $41.71 $47.43 $47.86
Low $35.53 $37.07 $40.98 $41.10
2004
Market price
High $32.99 $34.90 $37.19 $37.93
Low $29.51 $30.80 $33.97 $31.00

Dividends declared were $0.29 and $0.25 per share in each quarter in 2005 and 2004, respectively.
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CORPORATE INFORMATION
Transfer Agent

Computershare Trust Company, M.A
P.O. Box 4306

Providance, RI 02940-3069
Telephone: 877-773-6772

Hearing Impaired (TDD):
8oo-952-9245

Internet: www.computershare.com/
cquiserve

Sharsholder Services

Investars with general questions
regarding Sempra Energy, San Diego
Gas & Electric, Southern California Gas
Co. or Pacific Enterprises securities
should contact the company at:

Sempra Energy

Shareholder Services

101 Ash Streel

San Diego, CA g2101-3017
Telephene: 877-736-7727

Fax: 6196662374

E-mail: investor@Sempra.com
[nternet: www.Sempra.com

News and Information

To hear corporate news reports and
stock updates, or to request materials,
call 877-773-6397.

Sempra Energy's Annual Report to the

Securities and Exchange Commission
{Form 10K} is available to

sharcholders at ne charge by writing 1o
Shareholder Scrvices.

This information, as well as corporate
governance guidelines, codes of ethics
and board committee charters, also are
available on the company’s Web site at
www.Sempra.com.

Sempra Energy also offers a quarterly
Performance Report newsletter via
e-mail for those who register at
www.Sempra.comy/subscribe.

Investor Relations

Security analysts, pertfolio managers
and other members of the financial
community should contact;

Dennis V. Arriola

Vice President, Communications
and Investor Relations
Telephone: 619-696-2zg901

Fax: 619-696-2374

Stock Exchange Listing
Sempra Energy Common Stock:
Ticker Symbol: SRE

New York Stock Exchange
Pacific Stock Exchange

Pacific Enterprises Preferred Stock:
American Stock Exchange
Pacific Stock Exchange

San Diego Gas & Elactric
Preferred Stock:
American Stock Exchange

Southern California Gas Co.
Preferred Stock;
Pacific Stock Exchange

Direct Common Stock

Investment Plan

Sempra Energy offers a Direct Common
Stock Invesiment Plan as a simple,
convenient and affordable way to invest
in the company. Cash dividends from a
participant’s account can be reinvested
automatically in full or in part to
purchase additional shares, or
participants may choose to receive all ar
a portion of their cash dividends
electronically or by check. Participation
in the Plan requires an initial investment
of as little as s500. The Plan aliows
optional cash investments of as little as
$25 up to a maximum of $150,000 per
calendar year. Nonshareholders pay a
315 fce for the initial cash investment in
Sempra Energy. Brokerage commissions
incurred in the purchase of shares will
be paid by Sempra Energy. The Plan is
offered only by the means of a
prospectus, which can be obtained by
calling the Plan Administrator,
Computershare Trust Company, N.A, at
877-773-6772, or through the Internet at
www.computershare.com/equiserve,

Sempra Entergy’s Annual Report to the Securities and Exchange Commission on Form 10-K, which includes as exhibits the certifications
regarding the quality of the company’s public disclosure that are filed by Sempra Energy’s chief executive officer and chief financial
officer under the Sarbanes-Cxley Act of 2002, is available to shareholders at no charge by writing to the company’s Shareholder Services
Cepartment, Sempra Enargy’s chief executive officer has also certified to the New York Stock Exchange that Sempra Energy is in
compliance with the NYSE’s corporate governanee listing standards.

This report contains statements that are not historical fact and constitute forward-looking statements within the meaning of the Private
Securities Litigation Reform Act of 1995. When the company uses words like “believes,” “expects,” “anficipates,” "intends,” “plans,”
“astimales,” “may,” “could,” “would,” “should” or similar expressions, cr when the company discusses its strategy or plans, the company is
making forward-looking statements. Forward-looking statements are nol guarantees of performance. They involve risks, uncertainties and
assumptions. Future results may differ materially from those expressed in the forward-looking statements. Forward-looking statements
are necessarily based upon varicus assumptions involving judgments with respect to the future and other risks, including, among others:
national, international, regional and local economic, competitive, political, legislative and regulatory conditions and developments; actions
by the California Publie Utilities Commission, the California State Legislature, the California Department of Water Resources, the Federal
Energy Regulatory Commission and other regulatory bodies in the United States and other couniries; capital markets conditions, inflation
rates, interest rates and exchange rates; energy and trading markets, including the timing and extent of changes in commodity prices, the
availability of natural gas; weather conditions and conservation efforts; war and terrerist attacks; business, regulatory, environmental, and
legal decisions and requirements; the status of deregulation of retail natural gas and electricity delivery; the timing and success of
business development efforts; and other uncertainties, all of which are difficult to predict and many of which are beyond the company’s
control. These risks and uncertainties are further discussed in the company’s reports filed with the Securities and Exchange Commission
that are available through the EDGAR system without charge at its Web site, www.see.gov and on the company’s Web site,

www, Sempra.com. ‘

»ou


http://www.computershare.com/
mailto:investor@Sempra.com
http://www.Sempra.com
http://www.Sempra.com
http://wwvv.Sempra.com/subscribe
http://www.computershare.com/equiserve
http://www.sec.gov
http://www.Sempra.com

In 2005, San Diego Gas & Electric entered into
agraements to purchase 300 megawatts af
power generated hy the sun's heat on engines
similar to this one, from a facility being devel-
oped In the Imperial Valiey, California. SDG&E
has pledged to supply 20 percent of customers'

Sempra Commodities employees market natural gas,
power, crude oil, petroleum, base metals and other
energy products to wholesale customers around the
world. Sempra Commeditles is one of the top three
physical marketers of natural gas in North America

and one of the top base-metals marketers in the world.

electricity needs from solar energy and other
renewabie sources by 2010,

BRINGING NEW ENERGY TO THE COMMUNITY

One of Sempra Energy's values is to be part of the fabric of the commu-
nities where we do business. From helping victims of the Southeast
Asia tsunami and the hurricane ravaged communities on the U.S. Gulf
Coast, to relocating 5,000 indigenous cacti in Baja California, Mexico,
to partnering with hundreds of organizations that serve communities
of color and traditionally underserved communities, Sempra Energy
gets involved. We're proud to help support programs that strengthen
education, protect the environment, encourage business and community
development, and promote healthy communities.

Giving back is part of the company culture. Our 14,000 employees live
and work in the communities where we do husiness, and they volunteer
their time, talents and resources to help improve those communities.
In 2005, Sempra Energy employees contributed more than $1.5 million
to local comununities. One-third of these contributions were donated
through the company’s regular Matching Gifts Program, another third
through special one-time giving programs put in place to help tsunami
and hurricane relief efforts, and the final third by ongoing giving through
the company’s own charity, Energy for Others.

Sempra Pipelines & Storage owns

and operates 165 miles of natural gas
pipeline and is in the process of deve]-
oping an additional 2,000 miles, By
2009, the company expects to have
invested $2 bililion in U.S, pipelines

to connect major natural gas supply
basins with fast-growing markets.
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NEW ENERGY BUILDS
SHAREHOLDER VALUELE

Sempra Energy's total returns have far outperformed the S&P 500 Index and the S&P 500 Utilities Index over the past five years.
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TO OUR SHAREHOLDERS

By any measure, 2006 was a successful year for Sempra Energy. We
achieved record earnings and outpaced the major indices in total
shareholder return, while continuing to focus our resources where
we can create long-term shareholder value.

Our net income for 2006 was $1.4 billion, up 53 percent from
$920 million in 2005. Qur earnings per diluted share were $5.38,
an increase of 47 percent over 2005. Qur total return to shareholders
in 2006 was 28 percent.

Early in 2006, we decided to channel new investments in two
primary areas: our California utilities and North American natural
gas infrastructure. We have earmarked about $11 billion over five
years to expand the energy-delivery systems of San Diego Gas &
Electric® (SDG&E®) and Southern California Gas Co. (SoCalGas®)
and to build new liquefied natural gas (LNG) receipt terminals,
natural gas pipelines and storage facilities through our Sempra
Global businesses.

'This is the most ambitious capital-spending plan in our history,
nearly double expenditures in prior years. The plan is rooted in
our market view that North America is facing a long-term, severe
supply-demand imbalance in natural gas. Quite simply, North
America is consuming more natural gas than it can produce, creating
a situation that parallels what happened in the U.S. oil market
in the 1970s.

We have moved quickly to address the market shortages. Natural
gas supplies are plentiful in other parts of the world. This gas will
be cooled and condensed as LNG, then shipped long distances,
regasified and pumped into the North American pipeline system.
In 2001, Sempra LNG began development and permitting of our
first receipt terminal, Energia Costa Azul in Baja California, Mexico.
Construction is well underway on Energfa Costa Azul and a second
terminal, Cameron LNG, in Louisiana. Construction on both terminals
will be completed in 2008, and by the end of the decade, Sempra
LNG will be among the largest processors of LNG in North America.

Our understanding of market fundamentals also led us to partner
in the development and construction of the Rockies Express Pipeline
through our Sempra Pipelines & Storage subsidiary. The 1,600 mile

Donald E. Felsinger
Chairman and Chief Executive Officer
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Since 1998, Sempra Energy’s total
shareholder return has far outpaced the
SGF so0 and S&P 500 Utilities indices.

project, which is the largest new natural gas pipeline built in the
United States in the past 20 years, will connect supply basins in the
Rocky Mountain region to premium markets in the eastern United
States. The pipeline already is fully subscribed and on target for
completion in 2009.

As the North American natural gas markets adapt to additional
supplies — both foreign and domestic— new feeder pipelines and
storage facilities will be required, so we are developing these types
of projects as well.

California needs to add new electric generation, electric transmis-
sion and natural gas infrastructure to keep up with its populaticn
growth and economic expansion, and SDG&E and SoCalGas are
leading the way. In early 2006, SDG&E put into service the Palomar
Energy Center, a 550-megawatt {(MW) power plant in Escondido,
Calif,, that is the first major new natural gas-fired generating plant
in the San Diego region in more than three decades.

SDG&E also has several new transmission projects underway. The
largest of these is the proposed Sunrise Powerlink, which will
help boost system reliability and open a gateway to bring new
supplies of renewable energy — solar and wind power—to SDG&E
customers. This project is required for SDG&E to meet its goal
of procuring 20 percent of its electricity from renewable sources
by 2010.

To help fund our $11 billion capital-expenditure plan, we sold our
Texas power plants and other non-core assets in 2006 for more than
$1.4 billion, generating an after-tax gain of more than $550 million.

In the wake of these sales, Sempra Generation's focus is on the
efficient operation of its natural gas-fired power plants in Nevada,
Arizona, California and Mexico that produce more than 2,600 MW
of clean, reliable power for western U.S. markets.

Sempra Commodities continues to be a key contributor to our
financial success. While many competitors exited the commodities-
marketing sector earlier this decade, we stood firm in our belief
that these services are critical for our customers. Today, Sempra
Commodities is the largest non-producing natural gas marketer in
North America. Since we acquired it in 1997, Sempra Commodities
has achieved 32 consecutive quarters of profitability and contributed
more than $1.9 billion to Sempra Energy’s net income,



This past summer marked the eighth anniversary of Sempra Energy’s
formation. In our brief history, we have experienced dramatic
growth, expanding from our Southern California roots into a highly
successful global enterprise. Since 1998, our net income has
increased nearly fivefold and our share price and revenues have
more than doubled. Our average annual total return through the

end of 2006 for the eight-year period was more than 15 percent,
surpassing both the S&P 500 (up 3 percent) and S&P soo
Utilities {up 6 percent) indices.

By no means has our road to success been without challenges, but
we've overcome those and, at the end of the day, emerged as a
stronger, more focused company.

While I reflect on the past eight years with much pride, I look forward
with even more optimism — this is an exciting time for Sempra
Energy. We have built one of the few successful integrated energy
companies with equally healthy regulated utilities and competitive
energy businesses. Our California utilities are growing, adding
important energy infrastructure and supplies to meet the increasing
demands of our customers, while maintaining an unwavering
commitment to delivering safe, reliable energy services. On the
competitive side, by the end of this decade when several of

our current projects are complete, we will have built one of the
largest natural gas infrastructure and marketing businesses in the
industry — poised to meet North America’s critical market needs.

None of our past or future success would be possible without the
dedicated efforts of our 14,000 employees worldwide and the
ongoing support from you, our shareholders. I and my fellow
employees remain committed to delivering superior, long-term
returns on your investment, while continuing to meet the energy
needs of our customers.

Sincerely,

DE%*Q

Donald E. Felsinger
Chairman and Chief Executive Officer

While [ reflect on the
past eight years with
much pride, | ook
forward with even
more optimism—this
is an exciting time
for Sempra Energy.
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MANAGEMENT'S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

INTRODUCTION

This section of the 2006 Annual Report includes management's discussion and analysis of opearating
resuits from 2004 through 2008, and provides information about the capital resources, liquidity and
financlal performance of Sempra Energy and ils subsidiaries (collectively referred to as "the
company"). This section also focuses on the major factors expected to influence future operating
resuits and discusses investment and financing activities and plans. It should be read in conjunction
with the Consolidated Financial Statements included in this Annuai Report.

OVERVIEW
Sempra Energy

Sempra Energy is a Fortune 500 energy services holding company. Its business units provide electric,
natural gas and other energy products and services to its customers. Operations are divided into the
Sempra Utilities and Sempra Global, as described betow.

Sempra Utilities Sempra Global

SEMPRA ENERGY 1.



Summary descriptions of the operating business units are provided below and further detail is provided
throughout this section of the Annual Report.

Major 2008 events, some of which may also affect future years, (and the page number where each is
discussed) include the following:

« The 2008 sales of Sempra Generation’s Twin Caks Power plant (Twin Oaks); its Energy Services
and Facilities Management businesses; and Sempra Energy Production Company (SEPCO), its
exploration and production subsidiary (68);

+ Sale of the Topaz Power Partners (Topaz) power plants in July 2006 (66);

+ The 2006 decisions to sell Sempra Pipelines & Storage’s invesiments in its two Argentine natural
gas companies (65), and its domestic natural gas distribution companies, Bangor Gas and Frontier
Energy (68);

+ Continued development of the liquefied natural gas {(LNG) business (62);

+ Sempra Generation's transfer of the Palomar power plant to San Diego Gas & Electric Company
{SDG&E) (99); and

+ Setllements of certain litigation, subject to court approvals {105),

The Sempra Utilities

Southern California Gas Company (SoCalGas) and SDG&E (collectively, the Sempra Utilities) serve
23 million consumers from Cailifornia’s Central Valley to the Mexican border. Natural gas service is
provided throughout Southern California and portions of central California through 6.4 million meiers.
Electric service is provided throughout San Diego County and portions of Orange County, both in
Southern California, through 1.4 million meters.

Sempra Global

Sempra Global is a holding company for most of the subsidiaries of Sempra Energy other than the
Sempra Utilities. Sempra Global's principal subsidiaries provide the following energy-related products
and services:

+ Sempra Commodities is primarily a2 wholesale and retail trader of physical and financial products,
including natural gas, power, petroleum and petroleum products, and other commodities; and also
is a trader and wholesaler of hase metals;

» Sempra Generation owns and operates power plants;

= Sempra LNG is developing receipt terminals for the importation of LNG and has an agreement to
supply natural gas to Mexico's governmant-owned electric utility; and

= Sempra Pipelings & Storage develops and owns natural gas pipelines and storage facilities in the
United States and Mexico, and hoids interests in companies that provide natural gas or electricity
services in Argentina, Chile, Mexico and Peru. In 2006, the company decided to sell its interests in
the Argentine utilitias, as discussed in Nots 3 of the notes to Consolidated Financial Statements.

SEMPRA ENERGY 2.



RESULTS OF OPERATIONS
Overall Operations

Net income was $1.4 billion in 2006, a 53% increase over 2005, and diluted earnings per share was
$5.38, an increase of 47%, as described below. The increase in net income and diluted earnings per
share was primarily dua to Sempra Generation’s asset sales and lower litigation expense, offset by the
impairment of Sempra Pipelines & Storage’s Argentine invesiments, The smailer percentage increase
in diluted earnings per share was due primarily to the higher weighted-average number of shares
outstanding primarily resuiting from the additional shares of common stock issued in mid-2005 In
seltlement of the equity unit contracts discussed in Note 12 of the notes to Consolidated Financial
Statements.

The following table shows net income and diluted earnings per share for each of the last five years.

Diluted

Earnings

Net Per

(Dollars in millions, except per share amounts} Income Share
2006 $1,406 $5.38
2005 $ 920 $3.65
2004 $ 895 $3.83
2003 $ 649 $3.03
2002 $ 591 $2.87

SEMPRA ENERGY 3.



Comparisan of Earnings

To assist the reader in understanding the trend of earnings, the following table summarizes the major
unusual factors affecting net income and operating income in 2008, 2005 and 2004, The numbers in

parentheses are the page numbers where each 2006 item is discussed.,

Net Incoma Operating Income
(Dollars in milliors) 2006 2005 2004 2008 2005 2004
Reported amounts $1,406 5920 £895 $1,785 $1,089 $1,272
Unusual ftams:
Discontinued operations (68):
Loss (income) from operatians 27 {(186) 18 _— — —
Loss (gain) on disposal {342) 9 2 —_ -—_ —_
Gain on sale of Topaz power plants
(66) {204) — — — — —
Impairment of investments at
Sempra Pipelines & Storage (65) 221 — —_— —_ _— —_
California energy crisis litigation
(105) 18 311 84 24 508 140
Resalution of prior years'’ income
tax issues (10) (45} {156) (56) — — —
Other regulatory matters (11) (25) (24) {55) (39) (33) {51)
Tax on repatriation (13) 24 — — —_ — —
Turbine impairments — 38 — — 63 —
DSM! awards settlement —_ (31) — — {49) —_
Sempra Commodities’ gain on sale
of natural gas storage facilities — (41) — — (87) —
South Bay charitable contribution
deduction — (23) —_ - (23) —
Gains on sale of SoCalGas’
partnership property and an
partiat sale of Luz del Sur — — {14) — — (15)
Resolution of vendor disputes in
Argentina — — (12) — — -
Gain on settlement of Gameron
liability — — 8) — _— —
$1,080 $ 987 $854 $1,770 $1,488 $1,346

1 Demand side management (DSM)
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Net Income (Loss) by Business Unit

Years ended December 31,

{Dollars in milions) 2006 2005 2004
Sempra Utilities
Southern California Gas Company * § 223 18% $ 211 23% 232 26%
San Diego Gas & Electric Company * 237 17 262 28 208 23
Total Sempra Utilities 460 33 473 51 440 49
Sempra Global
Sempra Commodities 504 36 460 50 320 35
Sempra Generation ** 375 27 149 16 132 15
Sempra Pipelines & Storage ** (165) (12) 64 7 64 7
Sempra LNG {42) {3) {25) (3) (8) )]
Total Sempra Global 672 48 848 70 508 57
Parent and other *** {41) {3) (208) (22) (33) (4)
Ineome from continuing operaiions 1,091 78 g13 98 915 102
Discontinued operations, net of income
tax 315 22 -7 1 (20) 2)
Consolidated net income $1,406 100% § 920 100% $895 100%

*  After preferred dividends

**  Excludes amounts now classified as discontinued operations.

*** Includes after-tax interest expense ($101 million, $104 million and $118 million in 2006, 2005 and
2004, respectively), after-tax litigation expense ($1 million, $193 million and $27 miltion in 2008,
2005 and 2004, respectivaly}, intercompany eliminations recorded in conselidation and certain
corporate costs incurred at Sempra Global.

As a result of the 2006 sale of the majority of its investments in tax-advantaged limited partnerships, as
discussed in Note 3 of the notes to Consolidated Financial Statements, the company's Sempra
Financial business unit, previously shown separately, is now included in Parent and Other In all periods
presented.

Sempra Utility Operations

The Ssmpra Utilitiss are subject to regulation by federal, state and local governmental agencies. The
primary regulatory agency is the California Public Utilities Commissicn (CPUCY), which regulates ufility
rates and operations. The Federal Energy Regulatory Commission (FERC) reguldtes interstate
transportation of natural gas and electricity and various related matters. The Nuclear Regulatory
Commission regulates nuclear generating plants. Municipalities and cther local authorities regulate the
location of utility assets, including natural gas pipelines and electric lines. Other business units are also
subject to regulation by the FERC, various state commissions, local governmental entities, and various
similar authorities in countries other than the United States.

Natural Gas Revenue and Cost of Natural Gas. Natural gas revenues decreased by $490 million
{9%) to $4.8 billion in 2008, and the cost of natural gas decreased by $476 million (15%) to $2.8 biilion
in 2006. The decreasss in 2006 were due to lower average costs of natural gas, which are passed on
to customers, offset by higher volumes. In addition, natural gas ravenues decreased at SoCalGas due
to the CPUC's 2005 Cost of Service decision eliminating 2004 revenue sharing (for which $18 million
was included in revenue in 2005), $14 million in DSM awards in 2005 and $50 million of lower
revenues for recoverable expenses, which are fully offset in other operating expenses. The decreases
at SoCalGas were offset by a $52 million increase in authorized base margin indexing and $10 million
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from the positive resolution in 2008 of a natural gas royalty matter. The company's weighted average
cost (including transportation charges) per miflion British thermal units {(mmbtu) of natural gas was
$6.54 in 2008, $7.83 in 2005 and $5.24 in 2004.

Naturai gas revenues increased by $716 million (16%) to $5.3 billion in 2005, and the cost of natural
gas increased by $639 millian (25%) to $3.2 billion in 2005 comparad to 2004. The increases in 2005
were due to higher natural gas prices, which are passed on {o customers, offset by a decrease in
volume. In addition, natural gas revenues increased at SoCalGas due to higher authorized base
margin of $28 million, the CPLIC’s decision in 2005 eliminating 2004 revenue sharing, DSM awards
and higher revenues for recoverable expenses, as discussed above. SDG&E's natural gas revenues
further increased due to $7 million in DSM awards in 2005. Performance awards are discussed in Note
14 of the notes to Consolidated Financial Statements.

Although the current regulatory framework provides that the cost of natural gas purchased for
customers and the variations in that cost are passed through to the customers cn a substantiaily
concurrent basis, SoCalGas' Gas Cost Incentive Mechanism (GCIM) allows SoCal(Gas to share in the
savings or costs from buying natural gas for customers below or above market-based monthly
henchmarks. The mechanism permits full recovery of all costs within a tolerance band around the
benchmark price. The costs or savings outside the tolerance band are shared between customers and
shareholders. In addition, SDG&E's natural gas procurement Performance-Based Regulation (PBR)
mechanism provides an incentive mechanism by measuring SDG&E's procurement of natural gas
against a benchmark price comprised of monthly natural gas indices, resulting in shareholder rewards
for costs achieved below the benchmark and shareholder penalties when costs exceed the benchmark.
Further discussion is provided in Notes 1 and 14 of the notes to Consaolidated Financial Statements.

Electric Revenue and Cost of Electric Fuel and Purchased Power. Eleciric revenues increased
by $347 million (19%) to $2.1 billion in 2006, and the cost of slactric fuel and purchased power
increased by $97 million (16%) to $721 million in 2008. The increase in revenue was due to $206
million of increased authorized distribution, generation and transmission base margins, $60 million
highar revanues for racoverable expensas, which are fully offset in other operating expenses, and the
$20 million favorable resolution of a prior year cost recovery issue. The increases were offset by a $28
million DSM awards settlement in 2005 and $23 miilion from the 2005 Internal Revenue Service (IRS)
decision relating to the sale of SDG&E's former South Bay power plant. In addition, electric revenues
and costs increased due to the commencement of commercial operations of the Palomar generating
plant in 2006, which contributed $112 million to both 2006 revenues and costs, offset by lower
purchased powsr costs,

Electric revenues increased by $131 million (8%) to $1.8 billion in 2005 compared to 2004, and the
cost of elactric fuel and purchased power increased by $48 million (8%) to $624 millien in 2008
compared to 2004. The increase in revenue was due to $41 million of higher revenues for recoverable
expenses, the DSM awards seitlement in 2005 and the 2005 IRS decision, as discussed abave. In
addition, revenues and costs increased $48 million due to higher purchased power costs,
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The tables below summarize the Sempra Utilities’ natural gas and electric volumes and revenuss by
customer class for the years ended December 31, 2006, 2005 and 2004,

Natural Gas Sales, Transportation and Exchange
(Volumes in billion cubic feet, dollars in millions)

Transportation and

Matural Gas Sales Exchange Total
Volumes Revenue Volumes Revenue Volumes Revenue
2006:
Residential 278 $3,124 1 $ 5 279 $3,129
Commercial and industrial 124 1,157 276 223 400 1,380
Electric generation plants — 2 248 118 248 120
Wholesale —_ —_ 21 8 21 8
402 $4,283 546 $354 9438 4,637
Balancing accounts and
other 126
Total $4,763
2005:
Residential 271 $3,193 1 $ 6 272 $3,199
Commercial and industrial 123 1,257 273 190 396 1,447
Electric generation plants 1 3 201 88 202 o1
Wholesale —_ — 19 6 19 B
395 $4,453 494 $290 889 4,743
Balancing accounts and
other 510
Total $5,253
2004
Residential 287 $2,904 2 $ 7 289 $2.911
Commercial and industrial 126 1,013 276 198 402 1,211
Electric generation plants — 2 252 90 252 92
Wholesale —_ — 20 6 20 6
413 $3,919 550 $301 963 4,220
Balancing accounts and
ather 317
Total $4,537

Electric Distribution and Transmission
{Volumes in millions of kilowati-hours, dollars in millions)

2006 2005 2004

Volumes Revenue Volumes Revenue Volumes Revenue

Residential 7,501 $ 910 7,075 $ 738 7,038 $ 692
Commercial 6,983 723 6,674 654 6,592 644
Industrial 2,250 180 2,148 141 2,072 133
Direct access 3,390 133 3,213 114 3,441 105
Street and highway lighting 102 10 93 11 97 11
20,226 1,956 19,203 1,658 19,240 1,585

Balancing accounts and other 180 131 73
Total $2,136 $1,789 $1.658
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Although commodity costs associated with long-term contracts allocated to SDG&E from the
Department of Water Resources (DWR) (and the revenues to recover those costs) are not included in
the Statements of Consolidated Income, as discussed in Note 1 of the notes to Consclidated Financial
Statemenis, the associated volumes and distribution revenues are inciuded in the above tabls.

Sempra Global and Parent Operating Revenues and Cost of Sales. These tables provide a
breakdown of operating revenues and cost of sales at Sempra Global and the parent companies by
business unit.

Years ended Dacembar 31,

{Dollars in milllons} 2006 2005 2004
OPERATING REVENUES

Sempra Commodities™ $3,256 67% 52,724 61% $1,689 56%
Sempra Generation” 1,454 30 1,708 38 1,472 48
Sempra Pipelines & Storage* 295 6 317 7 260 2
Sempra LNG (21) (1) — — —_ —
Total Sempra Global 4,984 102 4,748 106 3,421 113
Parent and other™ (122} (2) (279) (8) (382) (13
Total $4.862 100% $4,470 100% $3.039 100%
COST OF SALES

Sempra Commodities” $1,468 55% $1,267 49% § 597 37%
Sempra Generation® 1,019 38 1,209 47 1,088 a7
Sempra Pipelines & Storage* 233 8 261 10 205 12
Total Sempra Giobal 2,720 101 2,737 106 1,890 118
Parent and other** (31) (1) (148) (6) (261) (16)
Total $2,689 100% 52,588 100% $1,629 100%

*  Does not include unconsolidated affiliates that are part of this business unit.

** |ncludes intercompany eliminations recorded in consolidation, including the Palornar plant as
discussed in Note 13 of the notes to Consolidated Financial Statements.

increases in 2006 revenues and cost of sales reflect increased trading activity and higher commodity
prices at Sempra Commodities, primarily as a result of increased volatility in the natural gas and metals
markets, and higher sales to Sempra Generation's merchant customers. The increases were offset by
the decreased value of Sempra Generation’s sales to the DWR, primarily due to lower natural gas
prices.

Increases in 2005 revenues and cost of sales compared to 2004 reflect increased trading activity and
higher commaodity prices at Sempra Commodities, primarily as a result of increased volatility in the
power and natural gas markets, and the increased value of Sempra Generation power sales to the
DWR as a result of higher natural gas prices.

Litigation Expenses. Litigation expenses were $56 million, $551 million and $150 million for 2008,
2005 and 2004, respectively. The higher amount in 2005 was primarily due to increases in lifigation
reserves related to matters arising from the 2000 - 2001 California energy crisis. Note 15 of the notes
to Consolidatad Financial Statements provides additional information concerning this matter.
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Other Operating Expenses. This table provides a breakdown of other operating expenses by
businass unit. :

Years ended December 31,
{Dollars in millions) 2006 2005 2004

OTHER OPERATING EXPENSES

Sempra Utilities
Southern California Gas Company $ 951 34% $% 954 37% $ 908 42%
San Diego Gas & Electric :

Company 774 28 603 23 574 26
Total Sempra Utilities 1,725 62 1,657 60 1,482 68
Sempra Global

Sempra Commodities 869 31 811 32 556 25

Sempra Generation 96 3 99 4 85 4

Sempra Pipelines & Storage 36 1 a7 1 38 2

Sempra LNG 38 1 34 1 28 1

Total Sempra Global 1,039 36 981 38 705 32

Parent and other* 50 2 45 2 — —
Total $2,814 100% $2,583 100% $2,187 100%

* Includes intercompany eliminations recorded in consolidation.

Other operating expenses for 2008 increased primarily due to the growth in Sempra Commeodities’
revenues noted previously. SDG&E's other operating expenses increased due to $72 million higher
recoverabla expenses, $33 million related to the 2005 racovery of line losses and grid managemsant
charges arising from the favorable settlement with the Independent System Operator (ISO), an
independent operator of California's wholesale transmission grid, and increases in other operational
costs.

Other operating expenses for 2005 increased compared to 2004 primarily due to an increase in
expenses at Sempra Commodities aftributable to the growth in revenues noted previously. Other
operating expenses at the Sempra Utilities increased due to $59 million of favorable resolutions of
requlatory matters in 2004 and $51 million of higher recoverable expenses in 2005, offset by the $42
million net effect related to the 2005 recovery of line losses and grid management charges arising from
the favorable settlement with the ISO.

Gains on Sale of Assets, Net. Net pretax gains on the sale of assets were $1 million, $112 million
and $15 million in 2006, 2005 and 2004, respectively. The 2005 gain included $106 million ($67 million
after related costs) associated with Sempra Commodities’ sale of its two natural gas storage facilities,
Bluewater Gas Storage and Pine Prairie Energy Center. 2004 included SoCalGas' $15 million gain on
the sale of partnership properties.

Impairment Losses. Impairments included a $63 million pretax write-down in 2005 of unused gas
and steam turbines at Sempra Generation. '

Other Income, Net. Other income, net, as discussed further in Note 1 of the notes o Consclidated
Financial Statements and which consists primarily of equity sarnings from unconsolidated subsidiaries,
allowance for equity funds used during construction and regulatory interest, was $381 million, $51
million and $32 million in 2008, 2005 and 2004, respectively. The increase in 2006 was primarily due to
fhe $344 million pretax gain on the sale of the Topaz power plants (by a joint venture 50-percent
owned by Sempra Generation). The gain was included in equity earnings from unconsolidated
subsidiaries, as discussed in Note 3 of the notes to Consolidated Financial Statements. The increase
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in 2005 compared ic 2004 was due to higher equity earnings of $14 million at Sempra Generation from
the Topaz power plants (resulting from entering info the joint venture in July 2004) and $16 million
lowar equity losses at Sempra Financial (primarily due to the 2004 sale of an alternative-fuel
investment). The increases were offset by a $12 million decrease in regulatory intersst at SoCalGas
primarily due to a Cost of Service decision in 2004, and the $13 million pretax gain in 2004 on the
setloment of an unpaid portion of the purchase price of the Cameron LNG project for an amount less
than the liability (which had been recorded as a derivative).

Interest Income. Interest income was $109 million, $72 million and $69 million in 2008, 2005 and
2004, respectively. The increase in 2008 was primarily dus to $12 million from a favorable resolution of
a slate income tax matter, $13 million from the resolution of an insurance claim at Pacific Enterprises
(PE) (the parent company of SoCalGas) related to a quasi-reorganization issue in 2006 as discussed
in Note 1 of the notes to Consolidated Financial Statements, higher interest resulting from increases in
short-term investments and $6 million from & 2008 income fax audit settlement at SoCalGas. The
increases were offset by a decrease at SDG&E due to $12 million lower interest as a result of income
tax audii settlements in 2005.

Interest Expense. Interest expense was $351 million, $310 million and $320 million in 2006, 2005
and 2004, respectively. The increase in 2006 was primairily due to increased borrowings at SDG&E to
finance the purchase of the Palomar generating plant, increased short-term borrowings at Sempra
Commaodities, lower capitalized interest at Sempra Generation dus to completion of the Palomar
generating plant, higher interest expense at SoCalGas associated with the $250 million first mortgage
bonds issued in November 2005 and higher variable rates, and interest expense related to the
accration of the California anergy crisis litigation settlemant liability. The increases wera offsat by
higher capitalized interest at Sempra LNG.

income Taxes. For the years ended 2006, 2005 and 2004, the company had income tax expense of
$641 million, $34 million and $190 million. The effective income tax rates were 33 percent, 4 percent
and 18 percent, respectively. The increase in 2006 expense was due to higher pretax income and the
higher effective tax rate. The increase in the effective rate was due primarily to $156 million of
favorable resolutions of prior years’ income tax issues in 2005 compared to $45 miilion in 2006 and
%66 million in 2004, an increased portion of income earnad in high tax rate jurisdictions, and lower
synthetic fuels credits generated in 2006 compared to 2005 and 2004 as a percentage of income.

Equity in Earnings (Losses) of Certain Unconsolidated Subsidiaries. For the years ended 2008,
2005 and 2004, equity in earnings (losses) of certain unconsolidated subsidiaries, net of tax, as
discussed further in Note 3 of the notes to Consolidated Financial Statements, was ${182) million, $55
million and $62 million, respectively. The 2008 amount included a $221 million impairment loss
associated with Sempra Pipelinas & Storage’s Argsntine investments.

Discontinued Operations. During 2008, Sempra Generation completed the sales of the Twin Oaks
Power plant, its Energy Services and Facilitiss Management businesses, and SEPCO, its exploration
and production subsidiary. In June 2006, Sempra Energy’'s managemeant decided to sell Bangor Gas
and Frontier Energy, Sempra Pipelines & Storage’s domestic natural gas distribution companies. In
January 2007, Sempra Pipelines & Storage entered into agreements to sell the companies, subject to
regulatory approvals.

tn 2004, Sempra Energy disposed of its interest in Atlantic Electric & Gas Limited (AEG), a marketer of
power and natural gas commodities to commerctal and residential customers in the United Kingdom.

Note 4 of the notes to Consoclidated Financial Statements provides further details on these
discontinued operations.
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Net Ingcome. Variations in net income are summarized in the table shown previously under
"Comparison of Earnings."

Business Unit Results
Southern California Gas Company

SoCalGas recorded net income of $223 miliion, $211 million and $232 million in 2008, 2005 and 2004,
respectively. The increase in 2006 was due primarily to the California energy crisis reserve of $67
million recordead in litigation expense in 2005 and $7 million from the positive resolution in 2006 of a
natural gas royalty matter, offset by $24 million in 2005 from the favorable resolution of prior years'
income tax issues, $11 million from the reversal in 2005 of the 2004 revenue sharing reserve resulting
from the CPUC's 2004 Cost of Service decision, higher income tax expense in 2006 of ${3 mililon due
to a higher effective tax rate in 2006 (excluding the effect of the resolution of prior years’ income tax
issues in 2005) and a DSM awards settlement of $3 million in 2005.

The decrease in 2005 compared to 2004 was due primarily to the resolution of the 2004 Cost of
Service proceedings (as discussed further in Note 14 of the notes to Consolidated Financial
Statements) which favorably affected 2004 net income by $34 million, an increase of $33 million
after-tax in California energy crisis litigation expenses and the $2 million after-tax gain from the sale of
the Hawaiian Gardens property in 2004, offset by favorable resolution of income tax issues in 2005 of
$24 million, higher authorized base margins in 2005 of $17 million aftertax and the DSM awards
settiement of $9 million in 2008.

San Diego Gas & Electric Company

SDG&E recorded net income of $237 million, $262 million and $208 million in 2006, 2005 and 2004,
respectively. The decrease in 2006 was primarily due fo $60 million associated with the favorable
rasolution of prior years' income tax issues in 2005, the %23 million recovery of costs in 2005
associated with an IRS decision relating to the sale of the South Bay power plant and $22 million
related to a DSM awards ssttiement in 2005. These items were offset by a $42 million increase in
earnings from electric generation activities including the commencement of commercial operation of
the Palomar generating plant in 2006, $29 million due to the litigation expense in 2005 related to the
California energy crisis matter and a $13 million increase in earnings due to fower income tax expense
primarily resulting from a lower effective tax rate in 2006 (excluding the effect of the resolution of prior
years' income tax issues in 2005). Also, the resolution of regulatory items increased 2006 net income
by $25 million as compared to $24 million in 2005. The 2006 regulatory items include a $13 million
resolution of a prior year cost recovery issue; $8 million due to the CPUC authorization for retroactive
recovery on the San Onofre Nuclear Generating Station (SONGS) revenues related to a computational
error in the 2004 Cost of Service; and $4 million due to FERC approval to recover prior year I1SO
charges in 2006. The 2005 regulatory item of $24 million resulted from FERC approval to recover prior
year 18O charges in 2005 (as discussed further in Note 14 of the notes to Consolidated Financial
Statements).

The increase in 2005 comparad to 2004 was due primarily to the favorable settlement with the 1SO, the
D5M awards settlement, favorable resolution of income tax issues, and the 2005 IRS decision
discussed gbove, offset by a $17 million increase in after-tax California energy crisis litigation expensas,
the favorable impact of $21 million from the resolution of the 2004 Cost of Service proceeding and $19
million lower electric transmission and distribution authorized base margins and higher operational
costs in 2005.
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Sempra Commodities

Sempra Commodities recorded net income of $504 million, $460 million and $320 million in 2008, 2005
and 2004, respectively. The increase in 2006 was due to improved margins (as detailed below} in
North Ametica and in natural gas and metals, offset by decreased margins for petroleum and power,
the $41 miilion after-tax gain on the sale of two natural gas storage facilities in 2005 and lower income
from synthetic fuels tax-credit operations. The increase in 20056 compared to 2004 was due to
improvemants in its North American operations and most product line segments, the gain on the sale
of natural gas storage facilities and a $268 million favorable resolution of prior years' income tax issues
in 2005. in addition to the effect of changing prices and vclumes, earnings variability will continue in
future periods as a result of natural gas and oil inventories, and of starage and transportation capacity
contracts’ not being marked to market while the economically offsetting derivative instruments are
marked to market. Margin, summarized below by geographical region and product line, consists of net
revenues less related costs (primarily brokerags, transportation and storage) plus or minus net interest
income/expense, and is used by management in evaluating geographical and product line
performance. Margin for 2006 and 2005 includes $110 million and $108 million, respectively, of gains
recorded at the time a structured derivative is originated, commonly referred to as "day-one" gains.

Years ended December 31,

Margin (Dollars in millicns) 2006 2005 2004
Geographical:
North America $1,313 80%  $1,091 81% % 689 67%
Eurcpe and Asia 325 20 255 18 338 33

$1,638 100% $1,346 100% $1,027 100%

Product Line;

Gas $ 792 49% $ 439 32% § 318 31%
Power 431 26 443 33 170 17
Oil — crude and products 198 12 292 22 268 26
Metals 138 8 54 4 180 17
Other 79 5 118 9 a1 9

£1,638 100% $1,346 100% 51,027 100%

The amounts reported as "Other” include synthetic fuels tax-credit operations of $97 million, $110
million and $97 million in 2008, 2005 and 2004, raspectively, which contributed $31 million, 536 million
and $29 million to net income in 2008, 2005 and 2004, respectively.

A summary of Sempra Commaodities’ unraalized revenues for trading activities follows:

Years ended December 31,

{Dotiars in mitlions) 2006 2005 2004
Balance at January 1 $1,488 $1193 § 347
Additions 3,069 1,241 1,806
Realized (2,644) (946) {780)
Balance at Decembar 31 51,913 51,488 $1,193
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The estimated fair values as of December 31, 2006, and the scheduled maturities related to the
unrealized revenues are (dollars In millions):

" Flfi; Scheduled Maturity (in months)

Source of fair valua \?a:luz 0-12 13-24 25-36 >36
Prices actively auoted 51,746 $ 958 §575 3 47 5185
Prices provided by other external sources 28 (6) —— 2 32
Prices based on models and other valuation

methods {16) —_ — —_ {18)
Over-the-counter (OTC) revenue 1,758* 953 575 49 181
Exchange contracts** 155 412 (188} 66 (124)
Total $1,913 $1,365 $ 387 $104 $ 57

* The present value of unrealized revenue to be received from outstanding OTC contracts.
** Cash received (paid} associated with open exchange confracts.

Ssmpra Generation

Sempra Generation recorded net income of $375 million, $149 million and $132 million in 2006, 2005
and 2004, respectively. The 2006 increase was primarily due to a $204 million gain from the sale of the
Topaz power plants. The 2008 increase was also due to an impairment loss of $38 million in 2005
related to the write-down of unused gas and steam turbines, and in 2008, $10 million of higher
earnings related to the construction of the Palomar generating ptant for SDG&E, $23 million of higher
interest income and $8 million of lower project development expenses, offset by a $35 million decrease
in mark-to-market earnings on long-term forward contracts with Sempra Commodities for the sale of
power during 2007 to 2012, litigation reserves of $18 million recorded primarily as a result of the April
2006 DWR arbitration decision, which is discussed in Note 15 of the notss to Consolidated Financial
Statements, and $12 million of lower earnings from the Topaz power plant operations as a result of
their sale. The 2005 increase compared to 2004 was due to $30 million of higher mark-to-market gains
on long-term forward contracts with Sempra Commodities, $10 million of higher equity earnings from
the Topaz power plant operations (a full year of equity earnings in 2005 compared to six months in
2004}, $6 miiliion of higher interest income, and improved earnings attributable to increased sales at its
other power plants, offset by the write-down of unused gas and steam turbines.

Sempra Pipelines & Storage

Net income {loss) for Sempra Pipelines & Storage was $(165) million, $64 million and $64 million in
2006, 2005 and 2004, respectively. The decrease in 2006 was primarily due to a $221 million
impairment loss associated with the decision to sell its Argentine investments and $24 million of
income tax expense related to repatriation of foreign earnings.

Sempra LNG

Sempra LNG recorded net losses of $42 million, $26 million and $8 million in 2006, 2005 and 2004,
respectively. The increased loss in 2006 was due to a $13 million mark-to-market loss related to a
natural gas marketing agreement with Sempra Commoaodities and higher development and general and
administrative expenses. The increased loss in 2005 compared to 2004 was primarily due to higher
development and general and administrative expenses and an $8 million after-tax gain in 2004 from
the settlement of an unpaid portion of the purchase price of the Cameron LNG project for an amount
less than the liability {which had been recorded as a derivative).
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Parent and Other

Net losses for Parent and Other were $41 million, $208 million and $33 miltion in 2006, 2005 and 2004,
respeclively. Net losses consist primarily of interest expense, litigation expense and tax-related
adjustments. Interest expense was $101 million, $104 milion and $116 million for 2008, 2005 and
2004, respectively. The decrease in net losses for 2006 was due to $193 million of California energy
crisis litigation reserves recorded in 2005, $38 million favorable resolution of a state income tax matter
in 2006 and $8 million in interest income related to an insurance claim in 2008, offset by the $42 mitlion
favorable resolution of prior years' income tax issues in 2005 and $24 million lower 2006 affordable-
housing credits at Sempra Financial. For 2004, net losses included $27 million after-tax of litigation
expenses, offset by a reduction in income tax accruals.

Book Value Per Share

Book value per share was $28.67, $23.95 and $20.77, at December 31, 2006, 2005 and 2004,
respectively. The increases in 2008 and 2005 were primarily the result of comprenensive income
exceeding dividends. In addition, in 2005, the increase was attributable to sales of additional shares of
common stock for a par-share price in excess of its bock value, primarily in connection with the equity
units described in Note 12 of the notes to Consclidated Financial Statements.

CAPITAL RESOURCES AND LIQUIDITY

A substantial portion of the funding of the company's capital expenditures and its ability to pay
dividends is dependent on the relatively stable pattern of earnings by the Sempra Utilities and Sempra
Generation’s long-term power gale contracts. However, SDG&E is not expeciad o provide cash over
the next few years, as it is planning significant capital expenditures during that time. The availability of
capital for other business operations is also greatly affected by Sempra Commodities’ liquidity and
margin requiraments, which fluctuate substantially and, to a iesser extant, the margin requirements at
Sempra Generation. The company's expansion also requires the issuances of securities from time fo
time.

At December 31, 2008, there was $920 million in unrestricted cash and cash squivalents and $6.2
hillion in available unused, committed lines of credit to pravide liquidity and support commercial paper.
Of these lines, $10 millien supported variable-rate debt. Management believes that these amounts and
cash flows from aperations, asset sales and security issuances will be adequate to finance capital
axpenditures and meet liguidity requirements and to fund sharehoider dividends, any new husiness
acquisitions or start-ups, and other commitments. Forecasted capital expenditures for the next five
years are discussed in "Future Construction Expenditures and Invesiments." If cash flows from
operations were tc be significantly reduced or the company were to be unabie to raise funds under
acceptable terms, neither of which is considered likely, the company would be required to reduce
non-utility capital expenditures, trading operations and/or investments in new businesses. Management
continues ta regularly monitor the company's ability to finance the needs of its eperating, investing and
financing activities in a manner consistent with its intention to maintain strong, investment-quality cradit
ratings.

At the Sempra Utilities, cash flows from operations, security issuances and/or capital contributions by
Sempra Energy are expected to continue to be adequate to meet utilily capital expenditure
requirements. In connection with the purchase of the Palomar generating plant in the first quarter of
2006, SDG&FE’s dividends fo Sempra Energy have been suspended to increase SDG&E’s equity, and
the lavel of future common dividends may be affectad In arder to maintain SDG&E’s authorlzed capital
structure during periods of increased capital expenditures. In 2008, the company made a capital
contribution of $200 million to SDG&E.
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Sempra Commodities provides or requires cash as the level of its net trading assets fluctuatas with
prices, volumes, margin requirements {which are substantially affected by commaodity price fluctuations
and are dependent on credit ratings) and the length of its various trading positions. Sempra
Commodities’ intercompany borrowings were $376 million and $638 million at December 31, 2006 and
2008, respectively, and as high as $1.2 billion and $1.3 billion in 2006 and 2005, respectively. Sempra
Commodities’ external debt was $201 million and $103 million at Decamber 31, 2006 and 2005,
respectively. Company management continuously manitors the level of Sempra Commodities’ cash
requirements in light of the company's averall liquidity. Such monitoring includes the procedures
discussed in "Market Risk."

Sempra Generation’s projects have been financed through a combination of operating cash flow,
project financing, funds from the company and external borrowings. Its 2006 asset sales, discussed in
Notes 2, 3 and 4 of the notes to Consolidated Financial Statements, have provided funds to assist in
financing company projects.

Sempra Generation's long-term power sale contracts typically contain collateral reqguirements. The
collateral arrangements provide for Sempra Generation and/or the counterparty fo post cash,
guarantees or letters of credit to the other party for exposure in excess of established thresholds.
Sempra Generation may be required to provide coliateral when market price movements adversely
affect the counterparty's cost of replacement energy supplies were Sempra Generation to fail to deliver
the contracted amounts. Sempra Generation had $6 million and $267 million of outstanding collateral
requirements under these contracts at December 31, 2006 and 2005, respectively. The significant
reduction of the collateral requirements since December 31, 2005 was primarily due to the sale of Twin
Qaks in 2006.

Sempra Pipelines & Storage is expected to require funding from the company or external sources, or
baoth, to continue the expansion of its existing natural gas operations in Mexico, its Liberty Gas Storage
{Liberty) facility and other natural gas storage projecls, its participation in the development of Rockies
Express Pipeline (REX), a natural gas pipeline, and its planned development of pipelines to serve
Sempra LNG facilities being developed in Baja California, Mexico; Louisiana and Texas, as discussed
in Note 2 of the notes to Consolidated Financial Statements. The planned sale of interests in
Argentina, as discussed in Note 3 of the notes to Consolidated Financial Statements, is expected to
provide cash for company projects.

Sempra LNG requires funding for its development of LNG receiving facilities. While Sempra LNG's
$1.25 billion credit facility and other Sempra Energy sources are expected to be adequate for these
requirements, the company may decide fo use project financing if management determines its use to
be advantageous. As the projects currently under construction are put in service, Sempra LNG is
expacted to provide operating cash flow for further development.

CASH FLOWS FROM OPERATING ACTIVITIES

Net cash provided by operating activities totaled $1.6 billion, 5524 million and $1.0 billion for 2008,
2005 and 2004, respeciively.

Cash provided by operating activities in 2008 increased by $1.1 billion (211%) to $1.6 billion. The
change was primarily due to a $562 million lower increase in net trading assets in 2008, a $170 million
increase in overceollected regulatory balancing accounts in 2008 compared to a $321 million decrease
in 2005, a $565 million increase in income from continuing operations (adjusted for non-cash items)
and a $94 million reduction of accounts receivable in 2006 compared o a $79 million increase in 2005.
The increases were offset by a $416 million higher increase in other liabilities in 2005, and a %79
million decrease in current liabilities in 2006 compared to a $189 million increase in 2005,
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The 2005 decrease in net cash provided by operating activities compared to 2004 was primarily due fo
a $650 milion higher increasa in net trading assets and a $399 millicn decrease in overcollected
regulatory halancing accounts in 2005, offset by a $480 million increase in other liabilities in 2005.

The company made pension plan and other postretirement benefit plan contributions of $35 million and
$32 miillion, respectively, during 2008, $24 million and $45 million, respectively, during 2005 and $27
million and $50 million, respectively, during 2004,

CASH FLOWS FROM INVESTING ACTIVITIES

Net cash used in investing activities totaled $866 million, $1.2 billicn and $610 million for 2008, 2005
and 2004, rospectively.

Cash used in investing activities in 2006 decreased by $321 million (27%) to $866 million. The change
was primarily attributable to $789 million in proceeds from asset sales, primarily the sales of Twin
Oaks, the Energy Services and Facilities Management businesses and SEPCO at Sempra Generation,
and a $358 million increase in dividends racaived from unconsolidated affiliates mainly due to the sale
of the Topaz Power plants, offset by a $530 million increase in capital expenditures and $247 miflion in
proceeds from the sale in 2005 of the Bluewater Gas Storage and Pine Prairie Energy Centar natural
gas storage sites at Sempra Commodities.

Management does not expect that the sale of businesses and investments as discussed in Notes 2, 3
and 4 of the notes to Consolidatad Financial Statements will have a matatlal impact on the company's
future operating cash flows.

The increase in cash used in investing activities in 2006 compared to 2004 was primarily attribytable to
a $312 million increase in capital expenditures in 2005, $363 million in proceeds from the sale of U.S.
Treasury obligations that previously securitized the synthetfic lease for ong of Sempra Generation’s
power plants in 2004 and $157 million in proceeds from the disposal of AEG's discontinued operations
in 2004, offset by $247 miilion in proceeds from the sale of Sempra Commodities’ natural gas storage
sites in 2005,

Capital Expenditures and investments

Expenditures for property, plant and equipment and for investments are presented in the following
table. '

Investments in
Property, plant  and acquisitions

(Collars in millions}) and equipment of subsidlaries
2006 $1,807 $257
2005 $1,377 5 86
2004 $1,065 $ 74
2003 $1,012 $192
2002 $1,195 $429

Capital expenditure information by segment is provided in Nots 18 of the notes to Cansolidated
Financial Statements.

Investment and acquisition costs were $257 million, $86 million and $74 million for 2006, 2005 and
2004, respectively. The 2008 amount included a 5128 million investment in industrial development
bonds in connection with the Liberty project, discussed in Note 5 of the notes to Consolidated Financial

SEMPRA ENERGY 18.



Statements, and a $104 million initial capital contributicn to Rockies Express Pipeline LLC (Rockies
Express), discussed below, during the first half of 2006. The contribution was returned to Sempra
Pipelines & Storage in connection with financing received by Rockies Express during the second
quarter of 2006 and was reported in Distribution from Investment on the Statements of Consolidated
Cash Flows. The 2005 amount included Sempra Generation’s purchass of Reliant Energy’s 50-percent
interest in El Dorado, as discussed below. The 2004 amount primarily reflected Sempra Generation’s
investment in Topaz.

Sampra Utllities

Capital expenditures for property, plant and equipment by the Sempra Utilities were $1.5 billion in 2006
compared to $825 million in 2005 and $725 million in 2004. The increase in 2006 was primarily due to
the purchase by SDG&E of the Palomar generating plant. This purchase is substantially eliminated in
consolidation in 2006, as the capital expenditures were recorded by Sempra Energy over the
construction period from 2004 through the first quarter of 20086.

Sempra Generation

Sempra Generation owns and operates power plants in the Pacific Southwest and Mexico, which sell
electricity under long-term contracts and into spat market and other competifive markets. It purchases
natural gas to fuel its power plants and may also purchase electricity in the open market to satisfy its
contractual obligations. The following table lists the megawatt (MW) capacity of sach operating power
plant.

Maximum

Generating
Power Plant Capacity (MW) Location
Mesquite Power 1,250 Arlington, AZ
Termoeldctrica de Mexicali 625 Mexicali, Baja California, Mexico
El Dorado 480 Boulder City, NV
Elk Hills (50% owned) 275 * Bakersfield, CA

Total MW in operation 2,630

* Sempra Generatlon's share

During 2006, Sempra Generation sold its Texas-based power plants and other assets due to the
increased market valuation of coal-firad power plants in Texas. The coal-fired asssets included the
company’s wholly owned Twin Oaks power plant and Coleto Creek, which the company co-owned in
the Topaz joint venture with Riverstone Holdings, The joint venture also owned three operating natural
gas and oil-fired plants in Laredo, San Benito and Corpus Christi, Texas that it sold in 2006. Notes 3
and 4 of the notes to Consolidated Financial Statements provide detailed information of the sales.

in July 2005, Sempra Generation purchased Reliant Energy’s 50-percent interast in El Dorada for $132
million (including assumed debt), resulting in its having full ownership of the plant.

Additional information concerning Sempra Generation's facilities is provided n Notes 2, 3, 4 and 15 of
the notes to Consolidated Financial Statements.
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Sempra LNG
Sempra LNG develops and builds, and will operate LNG receipt {erminals and sell regasified LNG.

Energfa Costa Azul LNG receipt terminal

In early 2005, Sempra LNG began construction of the Energla Costa Azul LNG receipt terminal in Baja
California, Mexico, which is expected to begin operations in sarly 2008 and will be capable of
processing 1 billion cubic feet (bch) of natural gas per day. The terminal is expected to cost
approximately $800 million, and expenditures are $600 million through December 31, 2006. Upon
commancement of operations, the facility will generate revenue under a terminal services agreement
with a customer, utilizing one-half of its capacity, and the company is negotiating for temporary
supplies of LNG until LNG supplies bhegin arriving in 2009 under a 20-year purchase and sale
agreement with British Petrolsum (BP) (discussed in "Commitments" below) that will fully utllize the
remaining capacity.

In January 2005, Sempra LNG was awarded a 15-year natural gas supply contract by Mexico's
government-owned electric utility, the Comision Federal de Electricidad (CFE). The contract is
astimated at $1.4 billion over its life and supports the CFE's fulure energy needs in northern Baja
California, including the Presidente Juarez power plant in Rosarito. Tha supply is expectsd to come
from natural gas processed at the Energia Costa Azul terminal. Starting in 2008 and running through
2022, the agreement provides the CFE with an average of about 130 million cubic feet per day of
natural gas.

In May 2008, Sempra LNG received non-binding expressions of interest in the potential expansion of
its Energla Costa Azul terminal. In 2006, expendilures were 336 miltion related to the expansion
project. The ultimate scope and timing of the expansion project will depend on the outcome of
negotiations for binding supply and/or terminal service agreements.

Cameron LNG recsipt terminal

in August 2008, Sempra LNG announced an agreement with Eni S.p.A. for 40 percent of the send-out
capacity of the Cameron LNG receipt terminal under construction near Hackberry, Louisiana.
Combined with other, preliminary non-binding agreements with multiple parties, this allowad the
company o begin construction. Construction is expected to be compieted in late 2008, with reguiar
capacity revenuss starting in early 2009. The tarminal is expected to cost approximately $750 million,
of which $411 million has been expended through December 31, 2008. In January 2007, Sempra LNG
received approval from the FERC for the proposed expansion of the terminal’s production capacity fo
2.65 bef of natural gas per day from 1.5 bef per day, Expenditures related to the proposed expansion
were $6 million in 2008. The ultimate scope and timing of the expansion project will depend on the
outcome of negotiations for binding supply and/or terminai service agreemants.

In March 2006, Sempra LNG executed a terminal services agreement with Merrill Lynch Commodities
inc. (MLC) to bring natural gas to the U.S. Gulf Coast, conditioned on MLC's obfaining a contract for
the supply of LNG. The 15-year, full-service capacily agreement provides MLC the capability to
process 500 million cubic feet per day through Sempra LNG's Cameron LNG receipt terminal. It had
been anticipated that MLC would have a supply of LNG by June 30, 2006, and Sempra LNG and MLC
are in the process of negotiating an extension of fime for MLC to obtain that supply. Depending on the
timing of MLC's finalizing its LNG supply arrangements, Sempra LNG would have the flexibllity to fulfill
its capacity commitment from either the first phase of Cameron LNG's development or its expansion.
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Port Arthur LNG receipt terminal

In June 20086, Sempra LNG received approval from the FERC to construct the Port Arthur LNG receipt
terminal in Texas, which will be capable of processing up to 3 bcf per day of natural gas. The
commencement of construction of this facility will depend on the negotiation of sufficient binding supply
and/or terminal service agreements to justify its construction.

Additional information concerning Sempra LNG’s projects is provided in Note 2 of the notes to
Consolidated Financial Statements.

Sempra Pipelines & Storage

In Decernber 2005, Sempra Pipelines & Storage entered into definitive agreements with Kinder Morgan
Energy Partners, L.P. (KMP) to jointly pursue through Rockies Express the development of a natural
gas pipeline, the REX, that would link producing areas in the Rocky Mountain region to the upper
Midwest and the eastern United States. Also in December 2005, a subsidiary of Sempra Global
entered into an agreement with Rockies Express for 200 million cubic feet per day of capacity on the
REX, which will have capacity of 1.8 bef per day. in February 2006, Sempra Pipelines & Storage and
KMP announced that they had securad shipper commitments for more than the capacity of the
ostimated $4.4 billion REX project. In September 2006, the FERC approved proposed rates for the
713-mile western portion of the REX.

In June 2006, Sempra Pipelines & Storage and KMP announced that ConocoPhillips, an integrated
petroleum company based in Houston, Texas, had exercised its option to acquire a 25-percent interest
in Rockies Express, 24 percent currently and an additional 1-percent interest to be acquired after
pipeline construction is completed. This reduced Sempra Pipelines & Storage’s ownership interest in
the project to 25 percent from its previcus one-third ownership interest. KMP currently cwns 51 percent
of the equity in the project and will own 50 percent when construction, which has begun, is completed.
In connection with financing received by Rockies Express in 2006, Sempra Pipelines & Storage and
KMPF were repaid their initial capital contributions. The company’s 25-percent participation in the
project is expecled to require cash outflow, excluding capitalized interest, of approximately $90 million
in 2007, $300 million in 2008 and $170 million in 2009.

In November 2005, EnCana Marketing, a subsidiary of EnCana Corp., entered into an agreement with
Rockies Express for 500 million cubic feet per day of natural gas capacitly on the REX. During 2008,
Rockies Express purchased Segment 1 of the Entrega Pipeline, which runs from the Meeker Hub in
Colorado to Wamsutter, Wyoming, and in February 2007, completed Segment 2 of the Entrega
Pipeline, which connects Wamsutter to an interconnection with the REX at the Cheyenne Hub in
Colorado. The entire Entrega system was placed into service in February 2007. In February 20086,
Sempra Pipelings & Storage and KMP entered into an agreement with Overthrust Pipeline Company
{Overthrust), a subsidiary of Questar Corp., for a long-term lease to provide REX with capacity for up
to 1.5 bof per day on Overthrust's pipeline. The capacity lease will effectively extend the REX to the
Opal Hub in Wyoming.

In 2004, the company acquired the rights to davelop Liberly, a salt cavern natural gas storage facility
located in Calcasieu Parish, Louisiana. In May 2005, Proliance Transportation and Storage, LLC
{ProLiance) acquired a 25-percent ownership in Liberty. The construction of the facility began in March
2006, and it is expected to be in service in the second quarter of 2007, The facility will provide 17 bicf of
working natural gas capacity for storage and will he connected to the Cameren and Port Arthur
Pipelines under development by Sempra Pipelines & Storage to connect area LNG regasification
tarminals to the interstate gas transmission system. The estimated praject cost is approximately $175
millicn, of which $104 million has been expended to date, primarily in 2008.
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In September 2008, Sempra Pipelines & Storage and ProLiance jointly acquired three salt caverns
representing 10 bof to 12 bef of potential natural gas storage capacity in Cameron Parish, Louisiana.
Subjsct to finalization of development plans and regulatory approval, the property will be developed
into a natural gas storage project. Sempra Pipelines & Storage will own 75 parcent of the project and
be responsible for development and operation of the facility. Proliance will own a 25-percent interest in
the project. Once developed, the nawly acquired property and caverns would ultimately become an
extension of Liberty. The estimated project cost is approximately $191 million, of which $32 million has
been expended through December 31, 2008.

Sempra Pipelines & Storage is currenily expanding its existing pipelinas in Baja California, Mexice, and
adding a spur line to connect Sempra LNG’s Energia Costa Azul terminal to an existing Sempra
Energy natural gas pipeline in Mexico with interconnection to the U.S. border. The estimated cost of
this project is $200 million and is expected to be completed in early 2008.

Additional discussion of investing activities by Sempra Pipelines & Storage, including the $202 million
cumuiative foreign currency exchange adjustment relating to its investmeants in Argentina, is provided
in Notes 2 and 3 of the notes to Consolidated Financial Statements.

Future Construction Expenditures and Investments

The company expects to make capital expenditures and investments of $2.1 billion in 2007. Significant
capltal expenditures and investments are expected to include $1.1 billion for Sempra Utility plant
improvements and $1.0 bilion of capital expenditures at its other subsidiaries, including the
development of LNG facilittes and natural gas pipelines. These expenditures and investments are
expeacted ta be financad by cash flows from operations, the 2006 assst sales and security issuances.

Over the next five years, the company expects fo make capital expenditures and investments of 36.6
billion at the Sempra Utilities, and has identified $4.4 billion of capital expenditures at the other
subsidiaries, including the development of the LNG facilities and natural gas pipelines.

In December 2005, SDGAE submitted its initial request to the CPUC for a proposed new transmission
power line between the San Diego region and the Imperial Vealley of Southern California. The proposed
line, called the Sunrise Powerlink, would be capable of providing electricity to 650,000 homes and is
estimated to cost $1.3 billion, of which SDG&E's participation is expacted to be $1.0 billion. Additional
information on the Sunrise Powerlink is provided in Note 13 of the notes to Consoclidated Financial
Statements.

Construction, investment and financing programs are periodically reviewed and revised by the
company in response o changes in regulation, economic conditions, competition, customer growth,
infiation, customer rates, tha cost of capital and environmental requirements, as discussed In Note 15
of tha notes to Consolidated Financial Statements.

The company’s level of construction expenditures and investments in the next few yesars may vary
substantially, and will depend on the availability of financing, regulatory approvals and business
opportunities providing desirable rates of retum. The company intends to finance its capital
expenditures in a manner that will maintain its strong investment-grade ratings and capital structurs.

The amounts and timing of capital expenditures are subject to approvals by the CPUC, the FERC and
other regulatory bodies,

SDG&E's involvement with the Otay Mesa power plant is discussed in Note 13 of the notes to
Consolidated Financial Statements.
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CASH FLOWS FROM FINANCING ACTIVITIES

Net cash provided by (used in) financing activities totaled ${612} million, $1.0 billion and $(389) million
for 2006, 2005 and 2004, respectively.

The 2006 change was due to a $600 million issuance of common stock in 2005 in connection with the
Equity Units' $600 million purchase contract settlement, $791 million reduction in short-term debt in
2006 compared to $659 million net borrowings in 2005 and a $210 million decrease in issuances of
long-term debt in 2008, offset by the redemption of $200 million of mandatorily redeemable preferred
securities in 2005, $266 million higher payments on long-term debt in 2005 primarily from the
retirement of El Dorado’s project finance debt and an $88 million open market repurchase of common
stock in the first half of 2005. Additionally, in June 2006, Sempra Financial effectively sold the majority
of its interests in affordable-housing projects to an unrelated party subject to certain guarantees.
Because of the guarantees, the $83 million of proceeds from the transaction has been recorded as a
financing rather than as a sale,

The 2005 increase in cash provided by financing activities compared to 2004 was due to a $1.1 billion
decrease in payments on long-term debt, a $600 million issuance of common stock in 2005 in
connection with the Equity Units’ $600 million purchase contract settlement and a $275 million net
increase in short-term borrowings, offset by a $235 million decrease in issuances of long-term debt, the
redemption of $200 miliion of mandatorily redeemabie preferred securities, an $88 million open market
repurchase of common stock in the first half of 2005 and a $73 miillion increase in dividends paid in
2005.

Long-Term and Short-Term Debt

During 20086, the company’s long-term debt increased $293 million to $5.2 billion. At December 31,
2006, the company's long-term debt had a weighted average life to maturity of 9.9 years and a
weighted average interest rate of 5.18 percent. In 2006, the company issued $552 million in long-term
debt,

In September 2006, SDG&E issued $161 million of variable-rate first mortgage bonds, maturing in
2018, and applied the proceeds in November 2008 to retire an identical amount of first morigage bonds
and related tax-exempt industrial development bonds of a similar weighted-average maturity. The
bonds will secure the repayment of tax-exempt industrial development bonds of an identical amount,
maturity and interest rate issued by the City of Chula Vista, the proceeds of which have been loaned o
SDG&E and will be repaid with payments on the first mortgage bonds.

In June 20086, SDGS&E publicly offered and sold $250 million of 6 percent first mortgage bonds,
maturing in 2026,

In 2006, Sempra Pipelines & Storage incurred $128 million of long-term debt in arder to reduce its
property iax related to the Liberty facility in Calcasieu Parish, as discussed in Note 5 of the notes to
Consolidated Financial Statements. Related to the debt, Sempra Pipelines & Storage recorded bonds
receivable for the same amount.

Payments on long-term debt in 2006 primarily included $161 million of SDG&E’s first mortgage bondé
and $66 million of rate-reduction bonds. Also in 2006, Sempra Financial repaid $24 million of debt
incurred to acquire limited partnership interests.

In November 2005, SDG&E and SoCalGas each publicly offered and sold $250 million of 5.30 percent
and 5.75 percent, respectively, first mortgage bonds, maturing in 2015 and 2035, respectively.
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In May 2005, SDG&E publicly offerad and sold $250 million of 5.35 percent first mortgage bonds,
maturing in 2035,

Payments on long-term debt in 2005 included $300 million of notes payable that matured in December
2005 and $86 million related to SDG&E's rate-reduction bonds. Also in 2005, Sempra Generation
repaid $122 million of debt assumed in its purchase of the remaining interest in El Dorado, and Sempra
Financial repaid $28 million of debt incurred to acquire limited partnership interests.

In December 2004, SoCalGas issued $100 milion of floating-rate first mortgage bonds maturing in
December 2009, The interest rate is based on the 3-month LIBOR rate plus 0.17 percent.

In June 2004, SDG&E issued $251 million of first mortgage bonds and applied the proceeds in July to
refund an identical amount of first mortgage bonds and related fax-exempt industrial development
bonds of a shorter maturity. The bonds secure the repayment of tax-exempt industrial development
bonds of an identical amount, maturity and interest rate issued by the City of Chula Vista, the proceeds
of which wera loaned to SDGAE and which are repaid with payments on the first mortgage bonds. The
bonds were initially issued as auction-rate securities, but SDGAE entered into floating-to-fixed interest-
rate swap agreements that effectively changed the bonds’ interest rates to fixed rates in September
2004. The swaps are set to expire in 2009.

In May 2004, the company issued $600 million of senior unsecured notes, consisting of $300 miilion of
4.75-percent fixed-rate, five-year notes and $300 million of four-year, floating-rate notes. The proceeds
of the issuance were used to repay 3500 million of debt maturing July 1, 2004, and for general
corporate purposes.

Payments on fong-term debt in 2004 included $500 million of notes payable that matured in July 2004,
$426 million of first mortgage bonds and $66 million of rate-reduction bonds. Also in 2004, Sempra
Generation purchased the assets of Mesquite Trust, thersby extinguishing $630 miliion of debt
outstanding, and Sempra Financial repaid $34 million of debt incurred to acquire limited partnership
interests.

Note § of tha notes to Consolidated Financial Statements provides information concerning lines of
credit and further discussion of debt activity.

Capital Stock Transactions

During 2005, 19.7 million shares of common stock were issued at $30.52 per share in setfiement of the
2002 share purchase confracts included in the company's $600 million of Equity Units, Further
discussion of Equity Units is provided in Nots 12 of the notes to Consolidated Financial Statements.
Also during 2005, the company repurchased common stock for $85 million, including 2.3 million shares
of common stock at a cost of $88 million in connaction with the share repurchase program discussed in
MNote 12 of the notes to Consolidaied Financial Statements. Cash provided by employee stack option
exercises was $79 million, $90 million and $87 million in 20086, 2005 and 2004, respectively.

Dividends

Dividends paid on common stock were $283 million in 2008, $268 million in 2005 and $195 million in
2004, The increases were primarily due to increases in the per-share quarterly dividend from $0.25 in
2004 to $0.29 in 2005 and to $0.30 in 2006. In February 2007, the company’s board of directors
approved an increasse in the quarterly dividend from $0.30 per share to $0.31 per share.

The payment and amount of future dividends are within the discretion of the company's board of
directors, The CPUC’s regulation of the Sempra Utilities’ capital structure limits the amounts that are
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available for loans and dividends to the company from the Sempra Utilities. At December 31, 20086,
SoCalGas could have provided a total {combined loans and dividends) of $78 million to Sempra
Energy and no amount was available from SDG&E.

Capitalization

Total capitalization, including short-term debt and the current portion of long-term debt and excluding
the rate-reduction bonds (which are non-recourse to the company), at December 31, 2006 was $13.1
billion. The debtto-capitalization ratio was 41 percent at December 31, 2008. Significant changes
affecting capitalization during 2006 included common siock issuances, lang-term borrowings and
repayments, reductions in short-term barrowings, comprehensive income and dividends. Additional
discussion related to the significant changes is provided in Notes 5 and 12 of the notes to Consolidated
Financial Statements and "Results of Operations" above.
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Commitments

The following is a summary of the company's principal contractual commitments at December 31,
20086. Additional information concerning commitments is provided above and in Notes 5, 8, 11 and 15
of the notes to Consolidated Financial Statemants,

2008 2010
and and-

{Dollars in millions) 2007 2000 2011 Thereafier Total
Short-term debt $ 252 § — $ — & — § 282
Long-term debt 681 730 782 3,013 5,206
Interest on debt (1) 271 463 341 1,638 2,713
Due to unconsolidated affiliates — 62 100 — 162
Preferred stock of subsidiaries subject to

mandatory redemption 03 14 — — 17
Operating leases 117 202 149 162 630
Litigation reserves 110 63 58 79 300
Purchased-power contracts 328 718 621 2,478 4,143
Natural gas contracts 1,518 1,450 052 1556 4,075
LNG contract {2} — 484 2,216 31,032 33,742
Construction commitments 524 131 5 12 672
SONGS decommissioning 15 5 — 334 354
Other asset retirament obligations 20 29 29 731 809
Pension and postretirement banefit

obligations (3) 113 245 319 1,006 1,683
Environmental commitments 40 22 1 4 87
Other 8 11 17 13 49
Totals $4,000 54,627 55,580 $40,657 54,874
{1) Expected interest payments were calculated using the stated interest rate for fixed rate

(2)

)

obligations, including floating-to-fixed interest rate swaps. Expected interest payments were
calculated based on forward rates in effect at December 31, 2008 for variable rate obligations,
including fixed-to-fioating interest rate swaps.

Sempra LNG has a purchase agreement with BP for the supply of 500 million cubic feet of natural
gas per day from Indonesia’s Tangguh liquefaction facility to Sempra LNG's Energia Costa Azul
regasification terminal at a price based on the Southem California border index. The expected
minimum payments under the contract are based on the Southern California border index price
plus an estimated 1 percent escalation per year. Sempra LNG has contracts to sefi a portion of the
volumes purchased under the BP agreement at prices that are based on the Southern California
border index for natural gas.

Amounts are after reduction for the Medicare Part D subsidy and only include expected payments
to the plans for the next 10 years,

The table excludes trading liabilities and commitments which are primarily offset by trading assets;
contracts betwsen consclidated affiliates; intercompany debt; individual contracts that have annual
cash requirements less than $1 million; and employment contracts.

Off Balance-sheet Arrangemenis

As discussed in Note 5 in regards to Rockies Express project financing and In Note 15 in regards to
Chilquinta Energia Finance Co,, LLC, an affiliate of the company's Paruvian and Chilean entities, the
company has provided guarantees aggregating $223 million at December 31, 2008, to unrelated
parties.
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Credit Ratings

Credit ratings of the company and its principal subsidiaries remained unchanged at investment grade
levels in 2006. As of January 31, 2007, credit ratings for Sempra Energy and its principal subsidiaries
were as follows:

Standard Moody's Investor

& Poor's Services, Inc. Fitch
SEMPRA ENERGY
Unsecured debt BBB+ Baa1 A
SDG&E
Secured debt A+ A1 AA
Unsecured debt A- A2 AA-
Preferred stock BEB+ Baat A+
Commercial paper A-1 P-1 F1+
SOCALGAS _
Secured debt A+ A1l AA
Unsecured debt A- A2 AA-
Preferrad stock BBB+ Baal A+
Commercial paper A-1 P-1 F1+
PACIFIC ENTERPRISES '
Preferred stock BBB+ — A
SEMPRA GLOBAL
Unsecured debt guaranteed by Sempra Energy — Baa1 —
Commercial paper guaranteed by Sempra Energy A-2 P-2 F1

As of January 31, 2007, the company has a stable ratings outlook from all three credit rating agencies.

FACTORS INFLUENCING FUTURE PERFORMANCE

The Sempra Ulilities' operations and Sempra Generation’s long-term contracts generally provide
relatively stable earnings and liquidity. Sempra LNG and Sempra Pipelines & Storage are also
expected to provide relatively stable earnings and liguidity upon the completion of their construction
programs, but to require substantial funding during the construction period. Sempra Commodities
experiences significant volatility in earnings and liquidity requirements. Notes 13 through 15 of the
notes to Consolidated Financial Statements describe some of the matters that could affect future
performance.

Litigation

Note 15 of the notes to Consolidated Financial Statements describes litigation (primarily cases arising
from the California energy crisis and Sempra Generation's contract with the DWR), the ultimate
resolution of which could hava a material adverse effact on future performance.

Sempra Utilities

Notes 13 and 14 of the notes to Consolidated Financial Staterents describe electric and natural gas
regulation and rates, and other pending proceedings and investigations.
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Sempra Global
Investments

As discussed in "Cash Flows From Investing Activities," the company's investments will significantly
impact the company’s future performance.

Sernpra Generalion

In April 2008, Sempra Generation completed the sale of its 305-MW Twin Oaks Power plant for $479
million in cash. In July 2008, Sempra Generation and Riverstone Holdings completed the sale of the
jointly owned Topaz power plants, including the 832-MW Coieto Creek Power plant for $1.15 billion in
cash. The sales of Sempra Generation’s Energy Services and Facilities Management businesses
closed in April 2006 and June 2008, respactively, for a combined sales price of $95 miltien. In July
2008, Sempra Generation sold its exploration and production subsidiary, SEPCQ, for $225 million in
cash. These five sales contributad nearly $560 million to net income In 2006, Additional information
regarding these aclivities is provided above undar "Capital Resources and Liquidity" and in Notes 3
and 4 of the notes to Consolidated Financial Statements.

Sempra Pipelines & Storage

During 2008, Sempra Pipelinas & Storaga's ownership interast in the Rockies Express natural gas
pipeling project was reduced fo 25 percent from its previous one-third ownership interest. In addition,
an application for FERC authorization to construct the pipeline was filed. Additional information
regarding Rockies Express is provided above under "Capital Resources and Liguidity."

In 2006, Sempra Pipelines & Storage began consiruction of the Liberty natural gas storage facility
located in Calcasieu Parish, Louislana, Ih which Proliance has a 25-percent ownership interest. The
facility will provide 17 bef of working natural gas capacity for storage, and commercial operations ara
expected to commence in the second quarter of 2007. In addition, in September 20086, ihe company
and ProLiance jointly acquired three salt caverns representing 10 bcf to 12 bef of potential natural gas
storage capacity in Cameron Parish, Louisiana. Additional information ragarding these facilifies is
provided-above under "Capital Resources and Liquidity."

n Juna 2008, Sampra Enargy’'s management decided to sell Bangor Gas and Frontier Energy, Sampra
Pipelines & Storage's natural gas distribution companies. In January 2007, Sempra Pipelines &
Storage entered into agreements to sell the cormpanies, subject 1o regulatory approvals.

The Argentine economic decline and government responses (including Argentina's unitateral,
retroactive abrogation of ulility agreements early in 2002) are continuing to adversely affect the
company's investmant In two Argentine utilities. The company has decided to sell its interests in the
two utilities. Information regarding this situation is provided in Notes 3 and 15 of the notes to
Consclidated Financial Statements,

Sempra LNG

Sempra LNG is in the process of constructing the Energia Costa Azul LNG receiving terminal in Baja
Califarnia, Mexico and the Cameran LNG receiving tarminal in Louistana. ih June 2006, Sempra LNG
received approval from the FERC to construct the Port Arthur LNG receipt terminal in Texas. In May
2006, Sempra LNG received non-binding expressions of interest in the potential expansion of its
Energla Costa Azul LNG raceipt terminal in Baja California, Mexico. Additional information regarding
these activities is provided above under "Capital Resources and Liguidity" and in Note 2 of the notes to
Consolidated Financial Statements.
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:

Sempra LNG intends to uiilize its regasification terminals by entering into long-term firm capacity
contracts whareby customers would pay Sempra LNG fees to use Sempra LNG's facilities to regasify
the customer's LNG. In other instances, Sempra LNG wouid enter into long-term supply agreements
for the purchase of LNG and regasify it at its terminals for sale to other parties, Reduced availability of
LNG due to inadequate supplies, delays in the development of new liguefaction capacity and increased
demand are affecling the timing of development of new LNG facilities and expansion of existing
facilities, and are likely to delay near-term attainment of full-capacity utilization when facilities under
construction become operational. The company’s potential LNG suppliers also may be subject to
international polifical and economic pressures and risks which may also affect the supply of LNG.

Other

As noted in Note 7 of the notes to Consolidated Financial Statements, income tax benefits from
synthetic fuels credits were partially phased out in 2006. The partial phaseout may extend into 2007,
the last year of the program.

In June 2008, Sempra Financial effectively sold the majorily of its interests in affordable-housing
projects to an unrelated party subject to certain guaraniees. Because of the guarantees, the
transaction has been recorded as a financing transaction rather than as a sale. in the future, the
company expecls slightly higher income tax rates since the transaction almost completsly sliminated
the income tax benefits from the company’s affordable-housing investments.

Market Risk

Market risk is the risk of erosion of the company’s cash flows, net income, asset values and equity due
to adverse changes in prices for various commodities, and in interast and foreign-currency rates.

The company has adopted policies governing its market risk management and irading activities of all
affiliates. Assisted by the company’s Energy Risk Managsment Group {ERMG) and the Sempra
Utilities' Risk Management Department (SURMD), the company's Energy Risk Management Oversight
Committee (ERMOC) and each of the Sempra Utilities’ Risk Management Committees (RMC),
consisting of senior officers, establish policy for and oversee energy risk management acfivities and
monitor the resulls of trading and othar activities to ensure compliance with the company’'s stated
energy risk management and trading policies. The ERMG and the SURMD receive daily information
detailing positions regarding market positions that create cradit, liquidity and market risk from all
non-CPUC-regulated affiliates and the Sempra Ulilities, respectively. independently from the
company's energy procurement department, the ERMG and the SURMD monitor energy price risk
management and maeasure and report the market and credit risk associated with these positions.

Along with other tools, the company uses Value at Risk (VaR) to measure its exposure to market risk.
VaR is an estimate of the potential loss on a position or portfollo of positions over a specified holding
period, based on normal market conditions and within a given statistical confidence interval. The
company has adopted the variance/covariance methodoiogy in its calculation of VaR, and uses both
the 95-percent and 99-percent confidence intervals. VaR is calculated independently by the ERMG for
all non-CPUC-regulated affiliates and by the SURMD for the Sempra Ulilities. Historical and implied
volatilities and correlations between instruments and positions are used in the caleulation. The Sempra
Utitities use energy and natural gas derivatives to manage natural gas and energy price risk associated
with servicing load requirements. The use of energy and natural gas derivatives is subject to certain
limitations imposed by company policy and Is in compliance with risk management and trading activity
plans that have been filed and approved by the CPUC. Any costs or gains/losses associated with the
use of energy and natural gas derivatives, which use is in compliance with CPUC approved plans, are
considered to be commodily costs that are passed on to customers on a substantially concttrrent basis.
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Following is a summary of Sempra Commadities’ trading VaR profile {using a ona-day holding period,
at ths two confidence levels) in millions of dollars:

95% 99%
December 31, 2006 $13.4 $18.8
2006 range $5.5 to $37.7 $7.8 to $53.1
December 31, 2005 $18.5 $23.3
2006 range $5.7t0 $27.5 $7.91t0 $38.3

The 2006 increase in the maximum VaR amounts was due to increased trading volumes.

Revenue recognition is discussed in Notes 1 and 10 of the notes to Consolidated Financial Statements
and the additional market risk information regarding derivative instruments is discussad in Note 10 of
the notes to Consolidated Financial Statements.

The following discussion of the company’s primary market risk axposures as of December 31, 2006
includes a discussion of how these exposures are managed.

Commaodity Price Risk

Market risk related to physical commodities is created by volatility in the prices and basis of certain
commodities. The company’s market risk is impacted by changes in volatility and liquidity in ths
markets in which these commodities or related financial instruments are traded. The company's
various subsidiaries are exposed, in varying degrees, to price risk, primarily in the petroleum, metals,
natural gas and electricity markets. The company's policy Is to manage this risk within a framework that
considers the unique markets, and operating and regulatory environments of each subsidiary.

Sempra Commodities

Sempra Commodities derives most of its ravenue from its worldwide trading activities in natural gas,
elactricity, petroleum products, metals and other commaodities. As a result, Sempra Commodities is
exposed o price volatility in the related dornestic and international markeis. Sempra Commodities
conducts these activities within a structured and disciplined risk management and control framework
that is based on clearly communicated policies and procedures, position limits, active and ongoing
management monitoring and oversight, clearly defined roles and responsibilities, and daily risk
measurement and reporting.

Sempra Utilitles

The Sempra Utilities' market risk exposure is limited due to CPUC-authorized rate recovery of the
costs of commodity purchase, infrastate transportation and storage aclivity. However, the Sempra
Utilities may, at times, be exposed to market risk as a result of SDGRE's natural gas PBR and elactric
procurement activities or SoCalGas' GCIM, which are discussed in Note 14 of the notes to
Consolidated Financial Statements. If commodity prices were to rise too rapidly, it is likely that volumes
would decline. This would increase the per-unit fixed costs, which could iead to further volume
declines. The Sempra Utilities manage their risk within the paramesters of their market risk
management framework. As of December 31, 2008, the fotal VaR of the Sempra Ulilities' natural gas
and electric positions was not material, and the procurement activities are in compliance with the
procurement plans filed with and approved by the CPUC.
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Interest Rate Risk

The company is exposed to fluctuations in interest rates primarily as a result of its short-term and long-
term debt. Subjsect to regulatory constraints, interest-rate swaps may be used to adjust interest-rate
exposures. The company periodically enters into interest-rate swap agreements-to moderate its
exposure to interest-rate changes and to lower its overall costs of borrowing.

At December 31, 2006, the Sempra Utilities had $2.4 billion of fixed-rate, long-term debt and $0.4
hillion of variable-rate, long-term debl. Interest on fixed-rate utility debt is fully recovered in rates on a
historical cost basis and interest on variable-rate debt is provided for in rates on a forecasted basis. At
December 31, 2006, utility fixed-rate, long-term debt, after the effects of interest-rate swaps, had a
one-year VaR of $235 million and utility variable-rale, long-term debt, after the effects of interest-rate
swaps, had a one-year VaR of $6 million. Non-utility long-term debt (fixed-rate and variable-rate)
sibject to VaR medeling tataled $2.2 billlon at December 31, 2006, with a one-year VaR of $64 million,
after the effects of interest-rate swaps.

At December 31, 2008, the notional amount of interest-rate swap transactions totaled $1.2 billion. Note
5 of the notes to Consolidated Financial Statements provides further information regarding interest-rate
swap transactions.

In addition, the company is subject to the effect of interest-rate fluctuations on the assets of its pension
plans, other postretirement plans and the nuclear decommissioning trust. However, the effects of these
fluctuations, as they relate to the Sempra Ulilities, are expected to he passed on to customers.

Credit Risk

Credit risk is the risk of loss that would be incurred as a result of nonperformance by counterparties of
their contractual obligations. As with market risk, the company has adopted policies governing the
management of credit risk. Credit risk management is performed by the ERMG and the Sempra
Utilities' credit department and overseen by the ERMOC and the Sempra Utilities’ respective RMC.
Using rigorous models, the ERMG, RMD and the company calculate current and potential credit risk to
counterparties an a daily basis and monitor actual balances in comparison to approved limits. The
company avoids concentration of counterparties whenever possible, and management believes its
credit policles associated with counterparties significantly rsduce overall credit risk. These policies
include an evaluation of prospective counterparties’ financial condition (including credit ratings),
collateral requirements under certain circumstances, the use of standardized agreements that allow for
the netting of positive and negative exposures associated with a single counterparty, and other security
such as lock-box liens and downgrade triggers. At December 31, 2006, Sempra Commadities’ 20
largest customers had balances totaling $1.3 billion, of which $887 million corresponds to investment-
grade customers, with individual customers varying from $34 million to $212 million. The company
helieves that adequate reserves have been provided for counterparty nonperformance.

Asg described in Note 15 of the notes to Consolidated Financial Statements, Sempra Generation has a
contract with the DWR to supply up to 1,900 MW of power to the state of California over 10 years,
beginning in 2001. This confract results in a significant potential nonperformance exposure with a
single counterparty; however, this risk has been addressed and mitigated by the liguidated damages
provision of the contract.

When operational, development projects at Sempra LNG and Sempra Pipslines & Storage will place
significant reliance on the ability of their suppliers to perform on Jong-term agreements and on the
company’s ability to enforce contract terms in the event of non-performance. Also, factors considered
in the evaluation of a project for development include the negotiation of customer and supplier
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