)

P |
.5; Sempra Energy

Solutions™
B
)
»
Sempra Energy Annual Financial Report
| and
__,

Supplemental Consolidating Information
(Sempra Energy Solutions and Its Other Subsidiaries)

December 31, 2005

Sempra Energy Solutions is not the same company as the utility, SDG&E or SoCalGas, and the Califarnia Public
Utifities Commission does not reaulate the terms of Sempra Fnerav Solutions’ nradiucte and <arvicae




Sempra Energy Annual F 1nanc:1a1 Report
~and
- Supplemental Consohdatmg Information
(Sempra Energy Solutlons and Its Other Subsudlanes)

W

December 31, 2005 |




i)

. -+ Sempra Energy Annual Financial Report and Supple_mental'Cdnsolidating
' Information (Sempra Energy Solutions and Its Other Subsidiaries)

- Table of Contents
: : i’agé'
? g Indépendent Auditors’ Report o | - 1
o Annyal Financial Report | | . | |
| Sttlte_ments t)f Co_nsplidated Income | 2
» o : Cortsolid:it_ed Balance_lShe_ét_s | _ | S ' 34
 Statements of Consolidated Cash Flows 56
Stettements of Consolidated Chan.ges in -Stockholdefs’ Equity 7
’ : Notes to Consohdated Fmanc1al Statements I _ 8-70
Supplemental Consolidatmg Information (Sempra Energy Solutlons and- '
_ . - Its Other Subsid:aries) : _ _
g | Supplemental Consolxdaung Balance Sheet Informatlon R
Supplemental Consolidating Statement of Income Infonna_tion | | 72
- Supplemental Consoiidatipg Statement of Cash Flows Information .. N <2




REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Dlrcctots and Shareholders of Smpm Energy

We have audited the accompanymg _consohdated balance sheets of Sempra Energy and

subsidiaries {the "Company") as of December 31, 2005 and 2004, and the related consolidated

‘statements of income, shareholders' equity, and cash flows for each of the three years in the ¢y
-period ended December 31, 2005. These financial statements are the responsibility of the

Company's management. Our respons:blhty isto. express an opinion on these ﬁnanclal

statements- bascd on our audxts ' .

Wc conducted our audlts in accordancc w:th the standards of the Public Company Accountmg
Oversight Board (United States). Those standards require that we plan-and perform the audit to .
obtain reasonable assurance about whether the financial statements are free of material '
misstatement. An audit includes examining, on a test basis, evidence supporting thc amounts and
disclosures in the financial statements. An audit also includes assessing the accounting principles
used and significant estimates 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 sutements present fairly, in all material respects the

financial position of Sempra Energy and subsidiaries as of December 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 confomuty with nccountmg pnnclples gcnzra.lly a.ccepted in the Umted

| States of Amenca '

As descnbed in Note 1 to the financial statements, the Cornpany adoptcd Fmancml Aecountmg
Standards Board Interpretation No. 47, Accounting for Conditional Asset Retirement Obhgatmns
an interpretation of FASB Statement No. 143, effective December 31, 2005, Financial u
Accounting Standards Board Interpretation No. 46, Consolidation of Yariable Interest Entities -
an Interpretation of ARB No. 51, cffective December 31, 2003, and the rescission of EITF Issue
** No. 98-10, Accounting jor Contracts Involved in Energy Iiadmg and Rt.rk Management

' Acriwtae.s. effccttve January 1, 2003 '

Our audlts were conducted for the purpose of fomnng an oplmon on the bas:c consolidated
financial statements taken as a whole. The supplemental consolidating information for 2005 on
pages 71 through 73 is presented for the purpose of additional analysis of the basic consolidated
- financial statements rather than to prcscnt the. financial position, results of operations, and cash -
flows of the individual compani¢s, an is not a required part of the basic consolidated financial
statements. This supplemental consolidating information is the responsibility of the Company’s
management. Such information has been subjected to the auditing procedures applied in our
andit of the basic 2005 consolidated financial statements and, in our opinion, is fairly presented
in all material respects when considered in relation to the bas:c 2005 consohdatcd financial

statcments taken as a whole.

We have also audited, in accordance with the standards of the Public Company Accounnng
‘Oversight Board (United States), the effectiveness of the Company's intemal control over
financial reporting as of December 31, 2005, based on the criteria established in Internal Control
-- Integrated Framework issued by the Commiitee of Sponsoring Organizations of the Treadway

P'aga. 1




. Commission and our rcport dated F ebruary 21, 2006 expressed an unqualified opinion on
_ management's assessment of the effectiveness of the Company's internal control over financial
_reporting and an. unquallﬁed np:mon on the effectlveness of the Company's internal control over
fi nanc:a] reportmg

: é p C ;Oﬁ! 9 / ﬂ'\bf/LC L L’?

B _
February 21, 2006 ' '
San Diego, California
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SEMPRA ENERGY _
STATEMENTS OF CONSOLIDATED INCOME
o I _, . Years ended December.31,
(Dollars in millions, except per share amounis) 2005 2004 2003
OPERATING REVENUES .
California utilities . $ 7042 $ 6,195 S 5,791
Sempra Global and parent 4,685 3,239 2,100
" Total operating revenues 1,737 9,434 7,891
OPERATING EXPENSES '
California utilities: _
Cost of natural gas ™ 3,232 - 2,593 2.0M
Cost of electric fuel and purchased powar 624 . 576 541
Other cost of sales 2,718 1741 1,204

" Litigation expense . . 851 - 150 72

. Other operating expenses 24 634 L 2243 2,108
_Depreciation and amiortization ' 621 615
Franchise fees and other taxes 251 - 236 230
Gains on sale of assets, net Mz (15) -(15)
Impairment losses 85 - 8 122 :

- Total operating expenses _ 10,626 8,153 . 6,948 - &3

Operatlng income © IEEITH 1,281 - 943

Other income, net (Note 1) IR .33 - {40
interest income _ _ .78 63 - 104
interost expanse - (31} - {322) (308)
Preferred dividends of subsudianes {10} 10) —(10)
Trugt preferred distributions of subsidiary C— e D)
,lncome from continving nperatnons before income taxes and equity in :

- earnings of certain unconsolidated subsidiaries . M8 - - 1,054 680 -
Income tax expense HR ) 193 47 .
Equity In income-of cerlain mconsoltdated subsndianes (Note 3} - 85 62 . 82 -
Income from continuing operations =~ - : 928 920 - 695

. Discontinued: operations. net of tax (Note 4) {9) - {25) o —
. Income before cumulative effect of changes in accounting pnndplas . 920 895 . 695
Cumulative effect of changes in accauntlng principles, netoftax - . ' : o
(Note 1) — C = {46)
- Netincome $ 920 $ 695 § 649
Basic eamings per share: S _ '
‘Income from continuing nparahons § 378 $ 403 % 329
Discontinved operations, net of tax . (o.o4) - o1}y . - —
Cumulative effect of changes in accounting pnnctplas net of tax L — —_ "~ {0.22)
Netincome : $ 374 $ 392 $ 307
Weughbed—average number of shares outstandmg (thousands) 245,908 228271 211 740
 Diluted-eamings per share: - . - B
Income from continuing operations ‘$°369 - $§ 393 . s 3. 24
- Discontinued operations; net of tax (0.04). {0.10y -
- Cumulative effect of changas in accounting principles, net of tax —_— e '(0'.21)
Net income $ 365 $ 383 §$ 303
Woeighted-average number of shares ouistandmg (thousands) 252,088 233852 214,482
- Dividends declared per share of common stock $ 116§ 100 - § 1,00

- Seé notes to Consolidated Financial Statements.
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SEMPRA ENERGY .
 CONSOLIDATED BALANCE SHEETS
B December31,  December 31,
{Dollars in millions) 2005 2004
ASSETS
Current assets: :
‘Cash and cash equivalents $ 172 $ 419
" Short-term investments 12 15
. Trade accounts receivable, net 998 . 950
- Other accounts and notes receivable, net 194 B2
‘Due from unconsolidated affifiates 3 4
‘Deferred income taxes 132 15
Interest receivable - .29 80
Trading-related receivables and deposits, net 3,370 2,606
Derivative trading instruments - - 4,502 2,339
Commodities owned ' : 2,498 1,547
- Regulatory assets 255 255
. Inventories - - 212 172
Other ~ C o 222
Current assets of continuing operations 13,268 8,708
Current assets of discontmued operations Lo 50 e 70
Total current assets 13,318 8,776
Investments and other assets: ' o
" Due from unconsolidated affiliates 21 42
Regulatory assets arising from ﬁxed-pnce oontracts and other : :
- derivatives 398 500
_ Other regulatory assels - " - 751
‘Nuclear decommiss:oning trusts ' 638 812
lnvestments : ‘ 1 104 1,164
" Total Investments and other assets 3,794 3,913
Property, plant and equipment: : - o
Property, plant and equipment 17,564 16,203 -
Less accumulated depreclation and amorllzatlon (5.463) {5,117)
Property, plant and aqunpment net 12,101 11,086
" Total assets $20,213  $23,775

-See notes to Consolidate_d Financial Statements.
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SEMPRA ENERGY
CONSOLIDATED BALANCE SHEETS o
: ' December 31,  December 31,
{Dollars in mlllions) , 2005 2004
LIABILITIES AND SHAREHOLDERS' EQUITY
Current liabilities: : L
. ‘Short-term debt - - $ 1,062 $ 405
-Accounts payable — trada 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
Commadities sold with agreement to repurchase 634 513
Dividends and interest payable 140 123
Regulatory balancing accounts, net - 192 - 509
Fixed-price contracts and other derivatives .. 130 157
Current portion of long-term debt 101 398
Due to unconsolidated affiliates -_— 205
Other 1,035 776
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
Deferrad credits and other hiabilities: L
_Due to unconsolidated affitiate 162 - 162
" Customer advances for construction 110, a7
'Postretirement benefits other than pensions 121 129
Defarred income taxes. 245 - 420
- Deferred investment tax credits 73 .78
" Regulatory liabilities arising from removal obhgabons 2313 2,692
~ Asset retirement obligations - _ 958 326
- - Qther regulatory liabilities ' 200. - . 189
- Fixed-price contracls and other derivatwes 400 .. 800
- Deferred credits and other. - 1,312 854
Total deferred credits and other liabilities 5,804 5,457
Preferred stock of subsidiaries 179 - 179
Commitmenbs and contingencies (Note 15) o
' SHAREHOLDERS' EQUITY |
Preferred stock (50 million shares authorized; none issued) - _—
Common stock (750 million shares authorized; 257 million and )
234 million shares outstandmg at December 31, 2005 and 2004, - , e
respectively) : 2,958 2,301
Retained eamings 3,588 2,961
Deferred compensalion relating to ESOP (28) (32)
Accumulated other comprehensive income (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
7 . _ Years ended Decamber 31,
- (Dollars 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 credlts (283) 13 (118)
Non-cash rate reduction bond expense . 68 75 . &8
Equity in incomea of unconsolidated affiliates : {66) (36) - (5)
~‘Cumulative effect of changes in accountsng prlncuples. K
- netoftax —_ - 48
Other - {50} (6) i
- Net changes in other worklng capita! components {1,169) (395) {158).
Changes in other assets - 27 - {127) (18) -
' Changes in other liabilities . 451 {27) {28)
Net cash provided by ‘continuing operations 526 1,031 1,185
Net cash used in discontinued operatlons O (5) (30) - -
< Net cash prowded hy operahng acuvmas 521 1,001 - 1,185
GASH FLOWS FROM INVESTING ACTIVITIES : ‘ _
- Expenditures for property, plant and equupment (1,404} - (1,083)  (1,049)
Proceeds from sale of assets’ e 277 3an 29
‘Proceeds from disposal of discontinued operations - - 5 157 —
- Investments in and acquisitions of subsrd:anes, net of cash - o S
acquired _ {86) (74). (202)
Purchases of nuclear decommlssioning and other trust o Co '
assets {289} (319) . (330)
Proceeds from sales by nuclear decommmuonlng and other S : -
' . 262 282" 283
Dividends received from uncunsol:dated afﬁliates - T2 59 72
Increass in loans to affiliates, net . - (99)
Other . (12) 10 4
. Netcash used in mvestang activmes : (1,185) {811) {1,292)
CASH FLOWS FROM FINANCING ACTIVITIES ‘ _ C
Common dividends paid (268) (195) (182)
Issuances of common stock 64 - 110 505
Repurchases of common stock {9%5) - (5) N
Issuances of long-term debt _ . . 762 ) 900
.- Payments on long-term debt ~{532) (1 670) ©(601)
Redemption of mandatorily redeemable preferred securitres ' {200) _ —
Increase (decrease) in short-tenn debt net : 662 397 (518)
Other. . . {6) (14) (8)
" Net cash provided by {used m) financing activities 1,017 (380) 89
Incraase {decrease) in cash and cash equivaients 353 10 (18)
Cash and cash equivalents, 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 millicns) ' ' : . 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) $(191)
y Net trading assets : (1,062) (454) 59
Income taxes;net o _ {86) (64) 72
~Inventories . _ (40) (26) (12)
Regulatory balancing accounts : o (321) 79 {155)
~ Regulatory assets and liabilitles _ : 4) 23  (30)
Other cuirent assets S _ ' E {38) {31) -(9)
\ ' Accounts payable _ _ ' ' . 283 300 . 75
’ Other current liabilities o - , 191 127 . 33
Net changes in other working capital components - ${1,169) $(395) $(158)
SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION T o
Interest payments, net of amounts capitalized ' _ $ 295 $318 $296
Income tax paymerits, net of refunds o $ 429 - $254 $118

See notes to Consolidated Financial Statements
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SEMPRA ENERGY
STATEMENTS OF CONSOLIDATED CHANGES IN SHAREHOLDERS’ EQUITY

Years anded December 31, 2005, 2004 and 2003 o
Defenad Accumulated - :

Com
_ Comprahensive Common Retained latlng omprehensive Shareholders'

{Doltars in millions} - Income . Stock Eamings ESOP Incoma {Loss) Equity
Balance at Dacember 31, 2002 ‘ $1436 1,881 - $(33) ${429) $2,825
Netincome : $649 649 ' 649
Comprehensive income adwstmenls ’

Foreign cumency fransiation gains )

. (Note 1) 57 . 5T - 57

Pertsion ‘ (18) ey . - (¥8)

SFAS 133 o (3 (3 (@)
Comprshensive income . $687 o : ) )
Comman stock dividends declared Y ‘ {212} - {212) -
Equity units adjusiment : 6 . 6
Quasi-reorgenization adjuslmem (Note1) B 19 ‘ 19

_Issuance of comimon stock : 553 553
Taxbemﬁlmlabdtomplomslwk . ) oo ' . o o )
. options . ‘ 13 o , 13
Repurchase of common slock - o o ‘ ® E o - . {8)

_~ Common stock released lom ESOP - - o7 ) 3 5

o . ‘Balance at Decomber 31,2003 .~ . = 2,028 . 2293 (@8 {401) 3,880
' " Netincome . . $895 ‘885 DR 895
: * Foreign cumncyvanslaﬁmgalm _ S
. (Note ) - 40 , - 40 - 40
Pension - o ' . T T 28 28
. Avalable-for-sakesamms : : Y | o - _ : 4 _ 4
y © . 'SFAS133 . {38) - (36) (36)..
' ' _ Comrnmlnme ) T $031 _ . s
: Commonmckdiwdandadadamd S o (232 o _ (232) -

: Qunsi-man&aionsd]usmmmolﬂ) o . 86 .- } : 86
Issuanca of common slock ™~ - ) o 172 ' -T2
Taxmﬁtrdahdtaamptoyoosm o o L o - _

options : : | D o S 16 -
3 Repurchaseofuommonatock . (5} ' . L - (5)
Comman slock released from ESOP : -4 - 3 B - 7
Balamemoocember 31,2004 L 2301 2961 32y | (369) 4,865
Net income $320 © 820 L _ 920
Comprehensive i'mmeadiustmems . : : ’
' Fomgneummytramlaﬁungaim _ :
S “{Nota 1) - : 30 : o 30 30
] : Avaiable-for-salo securies [C) I . ' -(4) )
' SFAS 133 R : L - - {19) oL .19 a9y
Commonstod:dlvidendsdechred B T - - N L - (293)
* tssuance of common slock . -T20 : B ~720
_ _ _ Taxbeneﬁt relamdtoempioyeesmek 7
/ Rept.srchasa of common stock - o8 ‘ . 85
- Common slock released from ESOP : B ' 4 o 10
‘Balance at December 31, 2005 ' , $2,958 $3.580° §{28) ‘${358) . $8,160 ‘
. See notes to Consolidated Financial Statements. |
F'age 7 ) |
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SEMPRA ENERGY
- STATEMENTS OF CONSOLIDATED CHANGES IN SHAREHOLDERS' EQUITY

Years ended December 31, 2005, 2004 and 2003 o _ ,
| : Deferred ~ Accumulated

‘ omeensaﬂm B Other Total
_ COmprehenswe Common Retained elating to C sivé Sha
(Doliars in millions) - : Income____Stock Eamnings ESOP . Income (Loss) Equity
Balance at December 31, 2002 ’ : $1 A36 - $1.881 T $(3N) ${439) $2,825
‘Net income _ © $649 . 649 : g _ 649
‘Compreshensive income adjustments .
Foreign cumency u'anslaiiongam s : ’ .
. {Nolet) - - : 57 . ' 57 Y §
Pension - : (g an (8 (16)
- SFAS133 . S , {3 _ : @ {3)
- Comprehensive income ' . 3687 7 ‘ ' .
' ,Common stock dividends dedared . . (212) K {212)
Equity units adjustment : I _ _ 6
Quasi-reorgantzation ad]uﬂmom(Nolo 1) : 19 ' ’ 19
Issuance of common stock 553 oo 553
Tax benefit related to employee stock ' : o
options ' 13 o : 13
Repurchase of common stock (6) : (6)
i Comrmnswdcmloasad from ESOP - ) : 7 i {2) ) 5 -
R Balarmalneeember:ﬂ 2003 _ - 2,028 2208 {5y - (401)- 3890
) Compmnnsivehmeadjustmenls: o . . e ‘ -
' Fombgncumyiramhﬁongalm _ R o S :
(Note 1)} . - ] _ T 40 _ ' _ N [ 3 40
Pension - S S 2B . 28 28
Avalablo-hr-saleucumsa ) 4 a R . : 4] _ 4
SFAS 133 o B : : . (38) (38)
Conmmwemmo _ 8 : 7
Common stock dividends declarexi o - L {232 ) o (232)
Guasi-reorganizations adjustment (Note 1) : -] . . _ 86
issuance of common stock : o 172 A S 172
Taxhenemmlmdtoemployeesmcu T S I ' I
_ i . o . o 16 L o o 16
.Rewchaseofmmnstock : " A8 S T (5)
CunmnﬂodcrgleaaedfromESOP T 4 - I Y
: 'BalancaatDocember31 2004 2,301 . 2961 (32) . (385) 4,866
Comprehensive. imomeadyuslmams ' : _ _ : : - : |
Foreign currency translation gains ‘ : ‘ o i
(Note 1) . 3 : ‘ S 30 !
Avallable-for-sale securiﬁes : _ {4) ’ . ’ (4) ) ) ‘
SFAS 133 - _ (19) _ ©(19) t'ﬁ}
COmmonstocdedandsdedared - {293) A (293) i
Issuance of common stock 720 o ’ -J20 e
Tax benefi! related to employee stock ' . ' ‘
options . : 28 : . 26
" Repurchase of common stock ’ - (95) : : {95)
Common stock released from ESOP . 8 4 10 :
Balance at December 31, 2005 $2958 $3,588 $(28) ${(358) $6,160 _ l

Seé notes to Consolidated Financial Statements.
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- NOTES TO CONSDLIDATED F INANCIAL STATEMENTS -

NOTE 1. SIGNIFICANT ACCOUNTING POLIC!ES AND OTHER FINANCIAL DATA

Prlnciples of Consolidatlon

The Consolidated Financial Statements include the accounts of Sempra Energy (the company) its
maijority-owned subsidiaries and in 2004 the variable-interest entities of which the company wes the -

_primary beneficiary. Investments in affilated: companies over which Sempra Energy has the ability to

exercise significant -influence, but not control, are accounted for using the equity method. Further
discussion of investments in unconsolidated subsidiaries Is prov:ded in Note 3 All matenal
mtercompany accounts and fransactions have been eilminated o

In oonnectron with charges related to lmgatlon. the slgnrﬁcant instances of which are discussed in Note'

15, Sempra Energy management determines the allocation of the charges. among its busmess units
based on the extent of their involvement wrth the subject of the Iitigation ‘ ,

Quasl-Rlorganizatton :
In 1993, Pacific Enterprises (PE) effected a quasi-reorganization for. iinancrat 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, resultmg in adjustments to common equity in these years.

' The remaining. liabrlitres will be resolved in future _years and management believes the provlsions

establtshed for these matters are adequate

. Use of. Ettimates In the Preparatlon of tho Flnancial Staternents

: VkThe preparation of ﬁnancial statements in oonfonmty with: accountlng pnnoiples generally accepted in‘ o
“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 period, and the reported

-amounts of assets and liabilities and the disciosure of contingent assets and liabilities at the date of the
jt"nanoial ‘statements. Although management believes the estrmatee and assumphons are reasonable
actual amounts can differ signiﬁcantly from those estrmates _ ,

| Basls ef Presentation’
k Certam pnor-year amounts have been reclassiﬁed to conform tothe current year 5. presentatlon

Regulatory Matters
Effects of Regu!atlon

The aocountrng polrcues of the company's pnnCIpaI utrlity Substdlal‘ies San Drego Gas & Electnc
Company (SDG&E) and Southern California Gas Company (SoCalGas) (collectively, the California
Utilities), conform with GAAP for regulated enterprises and reflect the policies of the California Public
Utilities Commission (CPUC) and the Federal Energy Regulatory Commission (FERC). -

The California Utr_lmes prepare their financial statements in accordance with the provisions. of
Staternent of Financial Accounting Standards (SFAS) 71, Accounting for the Effects of Certain Types
of Regulation, under which a regulated utility records a regulatory asset if it-is probable that, through
the ratemaking process, the utility will recover that asset from customers. To the extent that recovery is
no longer probable as a result of changes in regulation or the uility's competitive position, the related
regulatory assets would-be written off. In addition, SFAS 144, Accounting for the Impairment or

- Disposal of Long-Lrved Assets, requires that a loss be recognized whenever a regulator exdudes all or

" ' : ' Page 8




-part of ulility plant or reg_ulatory' assets- from ratebase. Ftegufatory liabilities represent reductions .in

future rates for amounts due to customers. Information conceming regulatory assets and liabilities is
provided below in ‘Revenues " “Regulatory Balancing Accounts” and "Regulatory Assats and

Llablhtles

Regulatory Balancin g Accounts

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

respectively.

Except for certain costs subject to balancing account treatment fluctuations in most operatmg and
maintenance accounts affect utility earnings. Balancing accounts provide a machanism for charging -

- ulility customers the amount actually incurred for certain costs, primarily commeodity costs. The CPUC

has also approved balancing account. treatment for variances between forecast and actual for
SoCalGas’ and SDG&E's volumes and commodity costs, eliminating the impact on eamings from any
throughput. and revenue variances from adopted forecast levels. Additlonal information on regulatory

matters is included in Notes 13 and 14.

Rogulat‘ory Assets and Uabimles

{n accordance with the accounting principles of SFAS 71, the oompeny records regutatory assels and_
regulatory liabilities as drscussed above. _

Ragulatory assets (Iiabllltles) as of December kY| relate to tho fotlowmg matters

_ {Dokars in milions). SRR : - ST | znos 2006 o
- SDGAE R o e .
‘Fixed-pﬁoe contracts and other derivatives ' $ 473 $ 500
Recapture of temporary rate reduction* _ 116 183
Deferred taxes recoverable in rates ' 204 278
_-Unamorﬁzedlossonretirementof debt, net . o _ 42 48
Employee benefit costs - A : - : 174 160 -
Removal obligations™ S o (1.215) ( 246)
 Total . o e __._(_81)- '.' (50) |
Fixed-pnoe oontracts and other denvatlves ' ) 49 148
Environmentat remediation - S _ - 39 42
Unamaortized loss on retirement of debt, net , o ' 40 44
Removal obligations*™ = : (1,097)  (1.446)
‘Deferred iaxes refundable in rates § 0 (200) . (199)
Employee benefit costs . Lo 97 - 65 .
Other ' - : -3 . 7
.~ Total o - o (1,069) {1,339)
Total ‘ $(1,150)  $(1,389)

* In connection with electric industry reetructunng,,whuoh is described in Note 13, SDG&E

temporarily reduced rates to its small-usage customers. That reduction is being recovered in rates
through 2007.

~* This is related to' SFAS 143 Accountrng for Asset Retirement Obhgatrons whlch is dlscussed

below in *New Accounting Standards." -

Page 9




Net regulatory assets (Habilities) are recorded on the Consoiidated Balance Sheets at December 31 as
follows:

{Dolars in milions) - o , | 2005 2004
Current regutatory assets . .% 255 § 255
Noncurmrent regulatory assels : 1,111 1,251
Current regulatory fiabilities” ) (3) (4)
Nonu.ment regulatory liabilities _ : (2,513) (2,891)
Total _ L ;. N ${1,150).  ${1,389)

¢ Inciuded 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 offsat by liabilities that do-not incur a carrymg cost, _

Cash and Cash Equlvalents
Cash equivalents are hughly ||quid investments with maturities of three months or less at the date of
purchase -

Non-cash lnmting and Financing Activities

- Property, - -Plant and Equipment increased by $45 million in 2005 as a result of changes in unpaid
xconstruction costs. (Comparable changes in 2004 and 2003 were not material.) Also in 2005, the o

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 Amountrng Stendards' below] with assem of $820 mlmon and liebnhtnes ‘
. of 3881 mllllon

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 captlon Short-term Investments and primarily serve
as cash oollateral for certain debt agreements : _ . _ ‘

Collection Allowances
* The allowance fordoubtful accounts was- $12 million, $8 millron and 519 mrllion at December 31, 2005 ,

2004 and 2003, respectively. The compaty recorded provisions for doubtful accounts of $13 m‘mon
$12 mitlion and $5 million in 2005, 2004 and 2003, respectively. . _ .

The allowance for realization of tradmg assets was $64 m:lion $56 million and $‘67 million at
Decemnber 31, 2005, 2004 and 2003, respectively. The company recorded provisions {reduction thereof)
for frading assets of $30 million, $3 million and $(4) million in 2005, 2004 and 2003, respective!y :

Trading Insh'uments

Trading assets and tradmg liabilities (described further in Note 10) mclude ‘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 contracis.
Unrealized gains and losses on OTC transactions are reporied separately. as assetls and liabilities
unless a legal right of setoff exists under an enforceable nethng arrangement.
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Futures and exchange-traded option fransaclions are recorded as contractual commitments on a trade-
date basis and carried at current market value based on curmrent closing exchange quotations.
Derivative commadity swaps and forward transactions are accounted for as contractual commitments
on a trade-date basis and carried at fair value derived from curent dealer quotations and underfying
commodity-exchange quotations. OTC options are carried at fair value based on the use of valuation
models that utilize, among other things, current interest, commodity and volatility rates. For long-dated
forward transactions, current' market values are -derived using intemally 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 volatility rates are estimated by reference to current market levels. Given the
nature, size and fiming of transactions, estimated values may differ srgmﬁcantly from realized values.
Changes in market values are refiected in net income. Although trading instruments may have
scheduled maturities in excess of one year, the actual setlement of these transactions can occur

‘sooner, resulting in the current classrﬁcatron of lradmg assets and liabilities on the Consolidated

Balance Sheets.

Energy transportation and srorage 'oontracte are recorded 'at cost, and energy corrrmodity inventory is
recorded at the lower of cost or market. However, metals inventories continue to be recorded at fair
velue in accordance with Accounting Research Bulletin (ARB) No. 43, Restatemnent and Revision of

Accounting Research Bulletins.

lnvontorin

- At Deoemher 3, 2005 inventory shown on the Consolrdated Balance Sheets which doee not include '

Commodities: Owned. (which is shown as a separate caption on the balance sheets), included natural
gas of $140 million, and materials and-suppiies of $72 million. The corresponding balances at

December 31, 2004 were $115 million and $57 million, respectively. Natural gas at the California
Utilities ($440 million and $111 million at December 31, 2005 and 2004, respectively) is valued by:the -

last-in - first-out (LIFO) method. When the California Utilities’ inventory is consumed, differences
between the LIFO valuation and replacement cost are reflected in customer rates. Materials and
supplies at lhe California Utrlities are generaily valued atthe Iower of average cost or market.

. Inoomo Texes

income tax expense includes current and deferred income texes from operahons dunng the year. in
accordance with SFAS 109, Accounting for Income Taxes, the oompany records deferred income
taxes for temporary differences between the book and tax bases of assets and liabilities.. Investment
tax credits from prior years are being amortized to income by the California Utilities over the estimated -
service lives of the properties. Other credits, malnly low-income housing and synthetic-fuel tax credits,

are recognized in income as eamed. The company follows certain provisions of SFAS 109 that permit -

reguiated enterprises to- recognlze regulatory assets or liabilities to offset deferred tax liabilities and
assets, respeclively, if it is probable that such amounts wik be recovered from, or retumed fo,

- customers. The company follows Accounting Principles Board Opinion (APBO) 23, Aocountmg for

Income Taxes -— Special Areas, in recording deferred taxes for investments in foreign 8ubsidraries and

_the undrstnbuted earnings of foreign subsrdianes

Property, Plant and Equipment
Property, Plant and Equipment primarily represents the buildings, equipment and other facilrtfes used

, by the Callfomia Utilities to provide natural gas and electric utility services, and by Sempra Generation.

The cost of pfant includes labor, matenals contract services and certarn expenditures incurred during -

& major maintenance outage of a genera'nng 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 depreclable utility:
plant minus salvage value is charged to accumulated deprecaatlon ,

Prc:perty-.s plant and equipment balances by m.ajor.functlonal categories are as follows:

E P‘am':nﬂ  De, tion rates for ended
_ De%fﬁmbers? reciation retes eyggur::berm
{Doliars in bitfions). . 2005 2004 2005 2004 2003
California Utilities: B 7 '
Natural gas operations $86 $81 - 3.66% 3.65% 4.27%
Electric distribution | _ 3.5 34 A13%  411% 4T70%
Electric transmission 11 1.0 3.05% 3.06% 3.09%
 Other electric : ' 0.6 ‘ 06 9.75%  11.33% 9.53%
Construction work in progress ‘ 0.8 0.5 NA NA NA
. Total , " 14.8 136 -
Sempra Global and Parent: _
Land and land rights 0.1 0.1
Buildings and ieasehold improvements 0.1 0.2
Machinery and equipment
- Generating plant . 14 1.2
Pipelines - . ' 0.3 03
Cther o - 0.5 0.4
Construction work in progress 05 0.3
Other ot 0.1 . - )
, 7 : L 30 26 varlous ' _ va_rio_ué' " various
Total 8178 $162 -

Accumulated deprecratlon and decommussmning of natural gas and electric utility plant in service were

$3.4 bilion and $1.8 billion, respeclwely .at December 31, 2005, and were $3.3 billion and $1.4 bitlion,
respectively, at December 31, 2004. Depreciation expense is based on the straight-line method over -
the useful lives of the assets or, for the Califomia Utilities, a shorter period 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 axpense is computed using the straight-ine

method over the asset's estimated ongmal ccmposrte useful life. or the rema:ning term of the sute E
leasas whichever i is Iower . R

AFUDC, which represents the'ccst of debt and eq_uity funds used to finance the: canstruction 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 Consolidatad Income. AFUDC amounted to $19 million, $18 million
and $29 miilion for 2005, 2004 and 2003, respectively. Total capitalized camrying costs, including
AFUDC and the impact of Sempra Generation's construction projects, were 348 million, $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
icompanies. Goodwill is not amortized, but is tested annually-for impairment in accordance wzth SFAS

142, Goodwill and Other lntangrbie Assets.
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There were no chahges in the carrylng amount of goodwill (included in Noncu&ent Sundry Assets on
the Consolidated Balance Sheets) since. January 1, 2004. As ‘of December 31, 2005, goodwill is

recorded as follows

,(notmmmmml e _ |
Sempra Commodmes - T o ' S 9164
Sempra Generation : o ' ' - 18 .
Other o . .6

$188

In-addition, the unamortized goodwill related %o unconsolidated subsidiaries (included in Investments
on the Consolidated 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 translation adjustments, these amounts were $258 million and
$238 million respectlvely Other intang:ble assets were not matanal at Deoember 31 2005 or 2004

'Long-l.lved Assots o

The company periodically evaluates whether events or clrcumstances have occurred that may affect
the recoverabllity or the estimated useful lives of long-lived assets, the definition of which does not
include unconsolidated subsidiaries. Impairment of long-lived assets occurs when the estimated future
undiscounted cash flows are less than the carrying amount of the assets. If that comparison indicates
" that:the assets' carrying ‘value may be permanently impaired, the potential impairment is measured
based on the differerice 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 fiows exist: Further
- discussion of SFAS 144 s provided in "New Accounting Standards.” During 2005 impairments included -
pre-tax write-downs of $66 million at Sempra Generation and $6 million at Sempra Pipélinés & Storage
for abandoned projects. -Impairments in 2003 .included a $77 million before-tax write-down. of the
. camying value of the assets of Frontier Energy, a small utility subsidiary of Sempra Pipelines &
Storage, and a $24 miliion before-tax write<down of the camying vailse of the assels at -Atlantic
- Electric & Gas Limited (AEG). This is discussed further in “New Accounting Standards” below and in
_ Nole 4. The camying value of unconsolidated subsidiaries is evaluated for impairment based.on the
- _requirements of APBO 18 The Eqwty Method of Accounﬁng forlnvestmen& in Common Stock. -

' _»'Nuclear Docommlssionlng Llablllty

At December 31, 2005 and 2004, SDG&E had asset retirement obligatlons of 5339 mallion and $328 —
“million, respectively, and related regulatory liabiiities of $346 milicn and $333 million, respectively,
related to nuclear decommissioning, in accordance with SFAS 143, Information about San- Onofre
Nuclear Generatmg Station (SONGS) decommrssaonmg costs is included below in "New Acoounung

.Standards o _ o,

chal Fees

Legal fees that are assoclated with a past. event for which a contmgent l’ablllty has been reoorded are
'accruad whan itis probable that fees also will be mcurred _

COmprehenslve Income

Comprehenslve income includes all changes except those resulhng from anvestments by owners and
distributions to owners, in the equity of a business enterprise from transactions and other events,
including foreign-currency translation adjustments, minimum pension liability adjustments and certain

. Page 13




,hed'girig 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 m the
Statements of Consolidated Changes in Shareholders Equity.

The components of Accumulated. Other Comprehensive Income (Loss), net of income faxes at

December 31, 2005 (in millions of dollars) are as follows:

Foreign-currency translation loss . o . ' 3(264)
Financial instruments, net of $30 income tax beneft - | . (58)
‘Minimum pension liability- adjustments, net of $25 | moome tax beneft - - 7 (38)
Balance as of December 31, 2005 R ' $(358) -
Stock-Based Compaensation

The company has stock-based employee compensation plaris, whsch are described in Note 9 The
company accounts for these pians under the recognition and measurement principles of APBO 25,
Acoounting for Stock Issued to 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
oompensahon expense in aooordance with SFAS 123, Accounting for Stock-Based Compensation:

‘ .. -Years endad December 31,

‘ (Dollammmlllons mptpershareamounls) . — - 2008 2004 - 2003
Netincome as reported = ' sezo - $895 - $B49
Stock-based employee compensahon expense reponed in net moome S o o

. ‘netoftax - - st 24 43
Total stock-based employee oompensatlon under falr-value method for o ‘ o

~ ol awards net of tax _ o _ - {43) {30) (20)

Proforma net income 7 ' ~ $914 $889 $642
Eamings per share: ' _ ' S }

. Basic — as reported . , _ - _ . $3.74 3392 8307 ,
- Basic—proforma . S | S | $3.72 $389 '$303
: Dlluted-—asreported L SR $3.65 . $3.83 . $303
Diluted--»grofon'na L S . $363 3380 $299
: _'Rwenues L

- Revenuee of the Callfomna Utlllues are pnmanly denved from deliveries of electridty 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 defivery.

" The portion of SDG&E's eleciric commodity that was procured for its customers by the California .

Department of Water ‘Resources (DWR) and defivered by SDG&E is not included -in- SDGSE's

‘revenues or costs. Commodity costs associated with long-term contracts allocated to SDGA&E from the

DWR also are not included in the Statements of Consolidated Income, since the DWR retains legal and

“financial résponsibility for these contracts.’ Note. 13 includes a discussuon of the electnc industry
restructuring. Natural gas storage contract revenues are accrued on a monthly basis and refiect

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 unbilfed
(approximately one-half 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 billion and $4.0 bllllon for natural gas for 2005, 2004 and 2003, respectwely
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Additional information ooncermng utility revenue recognmon is- dlscussed above under "Regulatory
Matters." ‘ _

‘Sempra Commodities. generates. a substantial portlon of its révenues from market making and trading

activities, as a principal, in natural gas, electricity, petroleum, metals and other commodities, for which
it quotes bid and ask prices to end-users and other market makers. Principal fransaction revenuee are
racognized on a trade-date basis, and include realized gains and losses, and the net ehange in the fair 7

~ value of unrealized gains and losses. Sempra Commodities also eams 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 srgmﬁcant and volatile
_fluctuatlon These rnstrurnenls include futures, forwards, swaps and optrons _

_Optrons which are either’ exchange-traded or directly’ negotlated between oounterpartles. provrde the :

holder wrth the right to buy from or sel! to the other party an.agreed amount of 8 commodity at a
specified price within a specified period or at a specified time. As. a writer of options,. Sempra
Commodities generally receives an option premium and then manages the risk of an unfavorable

* change in the value of the underlylng commodrty by entenng into offsettlng transactions or by other
"~ means. _

Forward and future transactions are contracts for delivery of commodllies in which the oounterparty '
agrees to make or take delivery at a specified price. Commodity swap transactions may involve the
exchange of fixed and floating payment obligations without the exchange of the underlying commodity.

“Sempra Commodities’ financial instruments represent contracts with counterparties: whereby payments

are finked to or derived from market indices or on. lerms predeterrnlned by the contract

Non-derlvative contracts are being. carried at cost and- aooounted for on an accrual basis and "
therafare, the related profit or loss will be recogmzed as- the contract is perfonned Deﬂvatlve_[
instruments are dlscussed further in Note: 10 L _ .

' Sempra Generation's revenues are derived pnmarlly from the sale of eleotrlc energy to govemmentel :

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 Contracts, and EITF 96-17, Revenue  Recognition Under Long-term ‘Power Sales .

- Contracts that Contain: Both Fixed and Variable Terms. During. 2005 and 2004, electric energy sales to :
the DWR accounted for a sigmﬁcant portion of Sempra Generation's revenues. A small portion of -
. ‘Sempra Generation’s revenue is generated from energy—related products and services to oommerclal '

. lndustnal govemrnent and institutional matkets. . - . , ; _

| The consolidated foreign subsrdlaries of Sempra Plpelmes & Storage all of whlch operate in Mexlco.

recognize revenue as deliveries are made similar to the California Utrlltres. except that SFAS 7lis not -
appllcable due to lhe orflerent regulatory environment. _ .

-Forelgn Currency Translatlon

The assets and liabilities of the company's forelgn operations are translated into U.S. dollars at current

-exchange rates, and revenues and expenses are translated at average exchange rates for the year.

Resulting translation adjustments do not enter into the calculation of net income or retained eamings
{unless the operation is being discontinued), but are reflected in Comprehensive Income and in
Accumulated Other Comprehensive Income, a component of shareholders’ equity, as described above.
To reflect the fuctuation 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 utility holding companies downward by $3 million, downward by $1 million and upward by $26
million in- 2005, 2004 and 2003, respectively. A similar adjustment has been made to its mvestrnent in -
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Chile to reflect the fluctuation in the value of the Chilean peso the functional cerrency of the

" company’s Chilean operations, upward by $32 million in 2005, $22 million in 2004 and $43 miilion 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 not the funcﬂonal currency. Additional information concemlng these

mvestrnents is descrlbed in Note 3.

Currency transaction . gains and Iosses in a 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 galns in 2005 and $8 million of currency transaction losses in 2003

Transacﬂons with Affiliates _
Loans to Unconsolidated Affiliates .

In December 2001, Sempra Pipelines & Storage issued two U.S. doflar denominated Ioans tolallng $§35
million and $22 million to its affiliates Camuzzi Gas Pampeana S.A. and Camuzzl Gas def Sur S.A.,
respectively. These loans 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 ware $21 miflion
and $42 million. at December 31, 2005 and 2004, respectively. These amounts are included in
non-current assets under Due from Unconsolidated Afﬁhates ‘because nompany management does

" not expect fo request paymenl in 2006

: Loens from Unoonsol:deted Aﬂr‘lrates

At bath December 31, 2005 and 2004, Sempra Pnpelines & Storage had Iong-ten-n notes. payable to

affiliates which include $60 million at 6.47% due April 1, 2008 and $100 million at 6.62% due April 1, -
- 2011. The loans are due to Chilquinta Energia Finance Co. LLG and are secured by Sempra '

Pipelines & Storage’s investments in Chllqumta Energla S.A; and Luz del Sur S.AA. (Luz del Sur),
which are dlscussed in Note 3. _ ‘

in February 2000 a wholly owned subsrdiary trust of the company issued 8200 mi!lion of preferred
stock in the form of 8.90% Cumulative Quarterly income Preferred Securities, Series A (QUlPS) The
company redeemed the $200 m;ﬂlon of mandatonly redeemabla lrust preferred secunues in February :

2005.

Revenues and Expenses wfth Unconsolidared Aﬁ’ihetes .

During the first seven months of 2005 and in all of 2004 Sempra Generation recorded $38 million and
$60 million, respectively, in sales to EI Dorado, then an unconsolidated affiliate, and recorded $43

- million and $71 miflion, respectively, of purchases from E! Dorado. for those same periods. Sempra

Energy purchased the remaining 50% interest in E! Dorado i in July 2005 and consolidated E) Dorado in

~ its financial statements. Additionally, during 2005 and 2004, Sempra Commodities recorded $85 million

and $28 million, respectively of purchases from Topaz Power Pariners (Topaz), an. unconsolidated
affiliate. Sales to Topaz were $213 million and $74 million in 2005 and 2004 respectively.

Capitalized Interest

The company recorded $33 million, $12 miltion and $34 m:lllon of capitafized interest for 2005, 2004
and 2003, respectively, mcludlng the portion of AFUDC related to debt




i
-

. Other Income, Nat

Other Income, Net consists of the following:
' Years ended December 31,
2005 2004

{Dollars in million.'gl : : 2903
Equity in income- (Iosses) of unconsoﬁdated subsidiaries (Note 3) ' $11. $(26) $(57)
Reguiatory interest, net- - (8) 3 2)
Allowance for equity funds used during conslructron - 14 14 21
Gain on settlement of Cameron’ Habmty . — 13 —_—
Sundry. net. o , : , : 12 20  (2).

Total e . n $51  $33  $(40)

“New Accountlng Standards

- SFAS 123 {ravlsed 2004). “Shara-Based Paymant" (SFAS 123R) -In’ December 2004, the
Financial Accounting Standards Board (FASB) issued SFAS 123R, a revision of SFAS 123, Accounting

for Stock-Based 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. employea services received in exchange for an award of
equity instruments based on the grant-date fair value of the award. The company expects to adopt the
provisions of SFAS 123R using a modified prospective application The modified prospective method
requires companies to recognize compensation cost for unvested awards that are outstanding 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 effeclive date, a company would use SFAS 123R's measurement model. The effect of adopting

'SFAS 123R has not been determined; however, the pro forma effects of recognizing compensation
expensa in accordance with SFAS 123 are discussed’ above in Stock-Based Compensation. The

effechve date of this statement is January 1, 2006

' SFAS 143, "Accounting for Asset Retirement Obllgations and FASB Inferpntaﬂon No. (FIN)

47, “Accounting for Conditional Asset Retirement Obligations, an interpretation of SFAS

- 143”: . Beginning in 2003, SFAS 143 requires entities to record the present value of liabilities for future =
costs expected to be incurred when assets are refirad from service, if the retirement process is legally

required. It requires recording of the estimated retirement cost over the life of the related: assat by

- depreciating the present value of the obligation (measured at the time of the asset’s ‘acquigition) and
accreting the- discount until the liability is settled. The adoption of SFAS 143 on January 1, 2003
“resulted-in the recording of an addition to utility plant of $71 million, representing. the company's share -
- of SONGS' estimated future decommissioning costs (as discounted to the present value 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 miliion. On January 1, 2003, the company recorded additional asset

- retirernent obligations of $20 mlllmn associated wﬁh the future retirament of a fonner power plant and

three storage. facamles

In March 2005, the FASB |ssued FIN 47, ‘ﬂccounrmg for Condmonal Asset Retirement Obligaﬁons,
interpretafion of SFAS 143.” The interpretation clarifies that the term “conditional asset-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 companies to recognize a liability for the fair value of a
conditional asse!—retirement Obllgatlon if the fair value of the obllgatson can be reasonably estimated,

The adopﬁon of FIN 47 on December 31, 2005 resulted in the recordmg of an addition to utility ptant of
$198 m:llnon and accumulated depreclatlon of $74 million related to lha increase to utility- plant. for a
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net increase of $124 million. In addition, the company recorded a corresponding retirement obligation
liability of $619 million (which includes accretion of that discounted value to December 31, 2005)and a
‘Tegulatory liability of $1.1 billion to reflect that the Califomia Utilities have collected the funds from
customers more quickly than FIN 4T would accrete the retrrement Irabrlrty and depreciate the asset.

The adoption of SFAS 143 requrred the redassiﬂcation of utilities’ eetrmated 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 required the reclassification of disposal costs that
previously have been included in the utilities’ estimated cost of removal obllgatrons to a regulatory
liability and fo Asset Retrrement Oblrgattons _ ,

In accordance with: FIN 47, the company has determrned that the amount of asbestos-oontaimng
materials could not be determined and, therefore, no liability has been recognized for the related
“removal obligations. Since most, if not all, of the cost of removing such materials would be found at the
- California Utilities, where the cost of removal would be expected o be recovered in rates, the effect of
not recognizing these liabllities is not material to the company's financial condition or results of

‘operations. A liability for the obligations will be recorded in the penod in which suﬂiotent infonnetron is .

' evarlable to reasonably estimate the rémoval oost

Had FIN 47 been in effect on Deoember 31 2004 the asset retirement obligatton Irability would have
been $583 million as of that date ' , _

Except for the items noted above the oompany has detennined that there ere no other matenal
retirement obltgettons eesectated wrth tangib!e long-tived assets. : i}

lmplementation of SFAS 143 and FIN 47 had no srgmﬁcant effect on resutts of operations end |s not
_ expeoted to have a srgnlﬁcant effect in the future _ _

: The ohangee in the asset retrrement obhgations for the years ended December 31, 2005 and 2004 are’
as follows (dotlare in mill:ons) : o .

Balance as of January 1 ' : . : : $348* §$337*
Adoption of FIN 47 , - : 619
Accretion expense - _ . . : 28 24
Payments . : | _ (16) - (10)
Revision of estimated cash flows _ L (3)
Balance as of December 31 . ' : ' C 5 -$977T*  $348°

% The cumrent portion of the oblrgahon s tnctuded in Other Current Liabiliies on the Consolidated
“Balance. Sheets o . : :

: 'SFAS 144, “Accounﬂng for lmpamnent or Drsposat of Long-l.ived Agsels”; In August 2001 the
FASB issued SFAS 144, which replaces SFAS 121, Accounting for the Impaiment of Long-Lived .
 Assets and for Long-Lrved Assets to Be Disposed Of. it appiies to all long-lived assets. Among other
things, SFAS 144 requires that an impairment loss be recorded if the carrying amount of a long-fived

- asseti is not recoverable from rts undrsoounted cash flows.

Durlng the third and fourth quarters of 2003, the company recorded impairment charges of $77 million

and. $24 million to write down the camying value of the assets of Frontier Energy and AEG, - |

respectrvely The Frontier Energy impaimment resulted from reductrons in actual and anticipated sales
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‘of natural gas by the utllrty The AEG impairment was due to less?lhan-antrcrpated ‘customer growth. In
applying the provisions of SFAS 144, management determrned the fair value of such assets based on
its estrmates of discounted future cash flows :

During 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 inifially purchased in anticipation of constructlng one of several electrical generation prqects under
development by the company. The impairment resulted from management's strategic review process
and the decision to indefinitely delay all development projects which might utilize the turbine sets. The
charge is included in- lmparrment Losses in the Stetemente of Consolrdated Inoome

SFAS 154, "Accounﬂng Changes and Em:r Corrections, a mplacemen! of APBO 20 and FASB

-Statement No. 3”: This statement applies to all vo!untary changes .in accounting principles and to

changes required by an accounting pronouncement in instances where the pronouncement does not

‘include -specific transition provisions. APBO 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 ¢hanging to the new accounting principle. SFAS 154 requires retrospective
. application to' prior periods’' financial statements of changes in accounting principle, unless it is

impraciicable to do so. This staternent is- effective for accounting ehanges and cormrections of errors

made in ﬁscal years begrnnlng after Deoember 15, 2005

o EHF 98-10, "Accountfng for Gonmcts lnvolved in Eneryy Tradlng and Rls;lr Menayement ,

Activities”: EITF 98-10 provided for marking to market commodities 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 portion of the otherwise- -

excluded items. A substantial- majority of the company’s items covered by EITF 98-10 are covered 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 eamings by $29 million.
Neither the cumulative- nor the ongoing effect impacts the company s caeh l'law or quuidrty Addrtional

mformatlon on derivative instrurnents fs pmvrded in Note 10,

FIN 46 "Consolfdalron of Varlable lnterest Entltres an l‘nhrpreteﬂon of ARB No. 51" "FIN 46,

as revised by FIN 46R, requires an enterprise to consolidate a-variable interest entity (VIE). as deﬁned

in FlN 46, if the oornpany is the pnmary beneﬁciary of a VIE's activities.

Sempra Energy adopted FlN 46 on December 3, 2003 resulhng in the eonsolrdatron of two VIEs 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 quarter of 2003 for the cumulative effect of the change in
awountrng prmorple The company bought out the lease in January 2004 and now owns the plant

The other VIE is AEG. Consolrdatron of AEG resulted in Sempra Energys recording of 100 percent of
AEG's balance sheet and results of operations, whereas it previously recorded only its share of AEG’s

. net operating results. Due 1o 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 the. first quarter of 2004, Sempra Energy's board of directors approved management's plan to

dispose of AEG. Note 4 provides farther discussion concernlng this matter and the April 2004 disposal
of AEG. Had AEG and the Mesquite Trust been oonsolldated in 2003, the company’s- net rncome for
2003 would have been $662 mitlion. : ,
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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 followmg items which are described above (dollars in

_ millions}:.
FiN 46: : :
Mesquite Trust : $ 9
AEG ol N (26)
 NetCharge | . (17)
EITF 9810 . _ 7 S 29
Total Chag_ o ___$(46)

In addﬂion. contracts under whrch SDG&E acquires pewer from generation facilities otherwrse
unrelated to SDG&E could result in a requirement for SDGAE to consolidate the entity that owns the -
tacility. In accordance with FIN 46, SDG&E s continuing the process of. determining whether it has-any
such sltuatrons and, if 50, gathenng 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 ei’fect on results of operations. orirquldriy

FASB Stai'f Posmon fFSPJ 109-2, "Accounting and Disclosure Gui'danco for the. Fonelgn :
- Earnings Repatriation Provision within the American Jobs Cr_u_tfon Act of 2004”; - As discussed
- in the 2004 Annual Report, the company continued to evaluate the repatriation provision throughout
2005, Thie company has compieted its evaluatron and will not repatriate any forergn eammgs pursuant .

to the repatnation provrsnon

- NOTE2. RECENT ACQUISITION AND INVESTMENT AOT IVITY

Sompra Gommodmes

In 2003 the company acqurred rights for. the deveieprnsnt of Bluewater Gas Storage, a natural gas
- slorage facility in Michigan, and in 2004-the company acquired rights for the development of Pine

Prairie Energy Cénter, a salt-cavem natural gas storage facility in Evangeline Pansh Loursrana In _'

-September 2005 Sempra Commodmes sold both mvestmems for $253 million.

Semprl Goneration _ , :

In July 2005, Sempra Generation purchased Reliant Energys 50-percent mterest in El Dorado Energy
for $132 miliion (including assumed debt), resulting in Sempra Generation's having full ownership of
the 480-megewatt {MW) El Dorado power piant Ioceied in Boulder Crty Nevada _ ,

e Juiy 2004 Sempra Generatmn began construction of the 550-MW Palomar power plant in
‘Escondido, California. The project. is expected to be completed in the ﬁrst haif of 2003. at whrch time it

~will be sold to SDGSE. _ 7 |
In Deeember 2005, Sempra ‘Generation annomoed pians to seii or reﬁnanoe 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, witha

carrying value of $47 million at December 31, 2005, that the company co-owns in the Topaz joint venture
with Carlyle/Riverstone. The joint venture also owns three operating natura! gas and oil-fired plants {in

* Laredo, San Benito' and Corpus Christi, Texas) that were included in‘the  announcement. In January
2006, Sempra’ Generabon announced an agreement forthe sale of Twin Oaks for 5480 mrllnon '
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Sempra LNG

 In December 2004, Sempra LNG entered mto two contracts for the Energia Costa Azul-terminal in Baja

California, Mexico. One is for the construction of the terminal at Costa Azul for $500 million and one is
for the construction of the project's breakwater for $17¢ mittion. Through December 31, 2005, Sempra
LNG 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 to
cost approximately $800 million and will be capable of processing 1 billion cubic feet (bcf) of natural
gas per day. Sempra Pipelines & Storage will be expanding its Baja Califomia plpelrnes to connect
Energia Costa Azul to exrsimg natural gas pipelines. _

I August: 2005, Sempra LNG finalized & contract for the eonstructlon of its Cemeron LNG

regasification terminal in Hackberry, Louisiana. The contract is valued at approximately $500 miflion.

- The terminal is currently designed to eupply 1.5 bef of natural gas per day. In January 2006, Sempra

LNG received approval from the FERC to begin the mandatotry pre-filing- process to expand the
terminal’s production capacity to 2.65 bef per day. The total cost of the project, including the proposed

expansion, is expected to be $950 million. in addition, total rent payments and wharfage fees relatedto

the plant's land lease are expected to be $47 million aver 30 years. The initial construction of Cameron
is scheduled to be completed in late 2008 and the proposed expansron is scheduled for eompletlon in

: 2010 Grad‘ng for lhe tenninel began in August 2005

: SQMPH Plpellnes & Storage

x Sempra Prpelmes . Storage will be expanding its existmg pipehnes in Baja Callfomla Mexrco and
_adding a spur line to connect Sempra LNG's Energia Costa Azul terminal to existing natural gas
. pipselines. The estimated costs retated to the connection of Energla Coste Azul to these lines is 5200

mlllion The expensaon is expected to be oompleted in early 2008

In: July 2004 the company eoqurned the righls to develop leerty Gas: Slorage (leerty) a salt-cavem '
"natural gas storage  facility located in Calcasieu Parish, Louisiana. In--May 2005, ProLiance
: Transportation ‘and -Storage, LLC acquired a 25-percent ownership in Liberty from the company. ‘In

Deceriber 2005, the company received authorization from the FERC to- construct and operate Liberty .

| - The facility will pravide 17- bof of working natural ges capacity for storage and wilt be connected to-the
‘Cameron - and Port Arthur Pipelines. These two new pipelines under development by Sempra

Pipelines & Storage will connect area liquefied natural gas (LNG) regasification terminals to the

* interstate gas transmission system. leerty is estrmated to cost $172 million and is expected to begln

operatrons in September 2006.

.- :NOTE 3. INVESTMENTS IN UNCONSDLIDATED SUBSIDIAR!ES

,tnvestments are generally accounted for ‘under the equrty 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 Consolidated Balance Sheets, and are
- adjusted for the company‘s share of each investee's eamings or losses, dividends and foreign curency
translation effects. Equity in eamings of unconsolidated subsidiaries that is recorded before income tax

is reported in Other Ineome Net on the Statements of Consolidated income. Equity eamings recorded
net of income tax récorded by the subsidiary ‘are reportéd. in Equity in Eamings of Certain
Unconsolidatéd Subsidiaries on the Statements of ‘Consolidated income. The company accounts for
certain investments in housing partnerships made before May 19, 1995 under the cost method,
whereby they have been amortized over ten years based on the expected residual value. The
company has rio unconsolidated subsrdranes where its abiluty to mﬂuenoe or control an investee differs

L from its ewnershrp percentege
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. The company's long-term investment balances and earings are summarized as follows: -

Investment at
: o D _ ‘ Dacember 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 : R 66
- El Dorado Energy”* _ - 55
Housing partnerships ' : 121 146
Sempra Fmanaal synthetic-fuel partnershlps N _ == 12
Total _ - 1,058 1,111
Cost method investments — housing partnerships . 4 38
Investments in unconsolidated subsidiaries S 1,082 1,147
Other - _ o ST . _ S 22 T
‘“Total long-term investments - o - o ~$1,104 . $1,164
_ | : E fortheYears
{Dokarginmiions) _ ' — 2005 2004 2008
_ Equity method investments: -
. - Eamingsrecorded netoftax:. . - .. .. o - : : _
Chilquinta Energta - , - $25 §$16 $.19
Luz del Sur Co _ 21 29 20
Sodlgas Pampeana and Sodlgas Sur ' _ 9 17 23
Total eamings recorded net of tax : , - $55 $ 62 $ 62
Eamings recorded before tax: I ' o
. Elk Hills Power =~ S . o $ 3 S 3 (1
- El Dorado Energy* L ' {6) (13) {5)
Topaz Power Partners : S 28 - 13—
Housing partnerships ‘ (17) (20) 27)
Sempra Financial synthetnc-fuel partnershlps ' 3 - -,(9) - {19)
AEG - : - {5)
Total eamings recorded beforetax - : $ 11 s(ze) $(57)

e E Dorado Energy has been consoudated since the aoqwsmon of lhe remanmng 50% in July 2005

For equity method investmenls costs in excess of equuy in net assets (goodwitl) wera $258 million and
- $238 million at December 31, 2005 and 2004, respectively. Amortization thereof ceased in 2002 in
" accordance with SFAS 142, Costs in excess of the.underlying equily in net assets will continue to be
reviewed for irnpa:rment in accordance with APBO 18 Descnptive information conceming each. of
lhesa investments follows : L _

Sempra Plpelinas & Storage-

Sempra Plpelines & Storage and PSEG Global (PSEG), an unafﬁliated company. each own a
50-percent interest in-Chilquinta Energia S.A., a Chilean electric utility.
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~ On April 1, 2004, Sempra Plpellnes & Storage and PSEG sold a portion of their interests in Luz del
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 resuit of the sale, Sempra Pipelines &
Storage recognized a $5 million -after-tax - gain in 2004, which Is included in Equity in Eamungs of
Certam Unconsolidated Subsldtanes on the Statements of Consolidated tncome _ _

Sempra Pipelines & Storage also owns 43 percent of two Argentine natural gas utility 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 Pipsiines & Storage had
reduced the camying value of its investment downward by a cumulative total of $201 miliion as of
December 31, 2005. These non-cash adjustments continue to occur based on fluctuations in the value
of the Argentine peso. They do not affect net income, but increase or decrease Other Comprehensrve :
lncome (Loss) and Accumulated Other Comprehenswe Income {Loss). : _ .

' The related Argentine economic decline. and govemment responses (mcludrng Argentma s umlateral
~-retroactive abrogation of utility agreements: early in 2002) continue to adversely affect the operations of
these Argentine utilities. In 2002, Sempra Pipelines & Storage initiated arbitration proceedings under
the 1994 Bilateral Investment Treaty between the United States and Argentina for recovery of the
diminution of the vaiue of its investments that has resulted from Argentine governmental actions. In
2003, Sempra Pipelines & Storage- filed its legal 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 Fabruary 2008 .and a decision is expected in late 2006. Sempra Energy also has-a $48.5 million
politrcal-nsk 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 amount of the Ioss under the pollcy Heanngs are scheduled for Apnl 2006

~anda declsion is expected in mid-2006

&mpraGeneratlon

_ The 550-MW Elk Hills Power (Elk Hrlls) project Iocated near Bakersﬁeld Galtfomla began commerclal
: operatrons rn Juty 2003 Elk Hills is 50 percent owned by Sempra Generatron o o

The 430-MW E Dorado pcwer plant located near Las Vegas, Nevada, began commerclal operatlons '
in May 2000. In July 2005, Sempra Generation purchased the remaining 50 percent awnershtp interest
in El Dorado for $132 million (including assumed debt) from Reliant Energy Power Generatlon who .

had been the jomt venture partner in the El Dorado power plant o
In July 2004 Topaz acqurred ten Texas power plants from Amencen Electnc Power (AEP). mcluding

" the 632-MW coal-fired Calato 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-reoourse project t'lnancmg related solely to the
acquismon of the Coleto Creek Power Staﬁon S

The transactlon inchuded the aoquisitron of six operatmg power plants with generating capacrty of 1,950 .
MW and four inactive power plants capabie 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 transactlon In
December 2005 Topaz sotd the Eagle Pass hydro facllrty for a smatl gam '

Topaz has entered into several power sales agreements for 572 MW of Coleto. Creek Power Statlon 5 |
capacity. Contracts comprising 98% of- the total capacrty under contract explre by 2010 Sempra
- Generatnon 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 acquisiion agreement. This guaranteeis limited to $75
million for the first five years after the acquisition date and $25 million for the next five years, but not
more 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 to be required and, therefore,
management believes that the fair value of ihe 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 sefl or ref inance certain Topaz plants and
the Twm Oaks plant dlscussed in Note 2. .

: Sempra Financlal _
Sempra -Financial invests as :a limited partner in affordablé-housing properttes Sempra Financial's
portfolio includes 1,300 properties throughout the United States that are expected 1o provnde income
tax benefits (primarily from income tax credits) over 10-year periods. ‘ .

o The cost of Sempra Financlal s investment in Section 29° income tax credits has been fully recovered
. for financial statement. purposes as a result of a 2004 sale and addutlonal contlngent payments are

belng recorded as income- as they are recewed

' Sampra COmmcdities

- Availabie-for-sale Securitios: .

- Sempra ¢ Commodines recorded $6 miilion and $5 rmlllon in purchases of avallable-for-sale secunties in
2005 and 2004, respectively, and sold $4 million of available-for-sale securities in 2005, yielding -
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

_ “milion and $14 million -of available-for-sale securities included in Investments at Décember 31, 2005

. and 2004, respectively. There was. $4 million in unrealized gains, net of income tax, in Accumulated :

Other Comprehénsive lncome (Loss) at. -December 31, "2004 related to these securities, which.was
targely transferred to income in' 2005, Tradmg securities at December 31, 2005 included $9 million of

. securities, . including a.$5 million unrealized gain, that were reclassified from available-for-sals
- securities during 2005, due to changas in their status Sampra Commodmes had $12 mlllaon of trad;ng

:sacurihes at Decamber 31 2005

NOTE 4. DISCONT INUED OPERATIONS

In the first quarter of 2004, Sempra Energys board of dwectors approved management's plan to
dispose of its interest in AEG, which marketed power and natural gas commaodities to commercial and
residential customers in the United Klngdom This disposal met the criteria established for recognition
as discontinued operations under SFAS 144, Accounting for the Impairment or Disposal of Long-Lived
Assefs. In April 2004, AEG went into administrative receivership -and substantlally al of the assets
were sold This transachon resulted :n an after-tax 2004 loss of $2 mllllcn : _ ;

The - net Iosaes from discontlnued operatlons ‘were $9 rnllllon and $25 mI"an n 2005 and 2004
respectively. The 2005 -loss was primarily aftributed to foreign cumency translation adjustments
associated with AEG's - remamlng assets and liabilities, legal costs and reserves against accounts
‘receivable. During 2003, the company accounted for its investment in AEG under the equity method.of
-accounting. As such, in 2003, the company recorded ils share.of AEG's net losses of $5 million.in -
Other Income, Net.on tie Statements of Consolidated income. Additionally, during the fourth quarter-of
_ 2003, the company recorded. an after-tax charge of $21 miilion to wiite down the canrying value of
assets at AEG. Effective Decernber 31 2003 AEG was consolldated asa result of the adophon of FIN -

46 as dlscussed |n Note 1.
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" Included within the net Ioss from dsscontmued operations are AEG's operahng results summanzed
below -

. : - Years ended
. o December 31, -
{Dollars in milions) . 2005 2004-
Operating revenues B ' $—  $201
Loss from discontinued operations, before income tax benefit of $7 for 2004 - %= $(30)
Loss on disposal of discontinued operatlons before income tax benefit of $4 for : - '
2004 , $(9) $ (6)

- AEG's balance sheet data. excluding - mtercompany balances (which are segmﬁcant) eliminated in
consolldation are summanzed below :
' o ' Decomber 3, oecember31,
. ({Dollersin nﬂllions) ‘ ST 2008 2004
- Assets: '
' R $14 $37.

Accounts receivable, net S . _ _
Othercurrentassets ' . : . L 38 33
 Total assets L $50 - $70
Total Iiabllltles (all current) - $10. . _ ,75,""

_ NOTE 5 DEBT AND CREDIT FACILITIES

Commilted Lines of Cradit :
At Dacember 31, 2005, the company had: available $4 7 billion in unused oommltted lines of creditto .

- provide liquidity and support commorclal paper As of Deoembsr 31, 2005 $22 mitlion of the lines s

- supported vanabtewate debt. o o
-Sempra Global has a 52 5 bllhon ﬁve-year syndrcated revolving credit faomty explnng in 2010 and a -

- $750 miliion three-year syndicated revolving: credit facility expiring in 2008. The five-year and three- -

* yearcradit facilities also provide for the issuance of up to $400 milllion and $500 million, respectively, of
.+ ‘letters of credit on behatf of Sempra Global. The amount of borrowings otherwise avallable under sach
- facility would be: reduced by the amount of outstanding letters of credit. Obligations under each facility
- are guaranleed by Sempra Energy and bear interest at rates varying with market rates and Sempra
Energy’s credit rating. Each 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,
. At December 31, 2005, Sempra Global had letters of credit of $166 million under the' facility. - The
facility also provrdes support for $673 million of oommeroral paper outstandmg at December 31,2005,

: Sernpra (:ommodrtres has a ﬁve-year syndlcated revohnng credit facilrty providing up to 31 72 biliion of
extensions of  credit (consisting of borrowings, letters - 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 limited o the amount of a borrowing base cortsrstmg of
receivables, inventories and other assets of Sempra Commodities that secure the credit facility and
“that are valued for purposes of the borrowing base at varying percentages of current market value.
Extensions of credit are guaranteed by Sempra Energy subject to a maximuim guarantee liability of 20
percent of the lenders’ total commitments under the facility. The facility requires Sempra Commodities
to 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 tests. It also requires
‘ Sernpra Energy fo maintain, at the end of each quarter, a ratio of total rndebledness o' total
.capltalnzatlon (as deﬁned in_the facrl:ty) of no more lhan 85 percent It also imposas oertam other
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fimitations on. Sempra Commodities, including limitations on other indebtedness, capilal ekp’enditures
liens, transfers of assets, investments, loans, advances, dividends, other distributions, modifications of
risk-management policies and transactions . with affiliates. At December 31, 2005 letters of credit of

5838 mullnon were outstanding under the fac:illty

Sempra LNG has a $1.25 billion five-year syndlcatad revotvmg credrt facrllty that explres in 2009. The
facility also provides for the issuance of letters of credit not.exceeding $200 mitfion outstanding at any
one time. Borrowings, letter of credit obligations and other obligations under the facility are guaranteed
by Sempra Energy and bear interest at rales varying with market’ rates and Sempra Energys credit
ratings. The faciiity 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 cutstanding borrowmgs and $185 million of ouustandmg Ietters of credit under this

 facllity at December 31, 2005. L _
The Califomia Um_ities,have a combined $600 million ﬁv‘e-year:synd.icat'ed tevohing credit faciity
expiring-in 2010, under which each utility individually may borrow up to $500 million, subject to the

~~ combined borrowing limit for both utilities of $600 mitiion. Borrowings under the agreement. bear

~ iriterest at rates varying with market rates and the utility's credit rating. The agreement reguires 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 65 percent Borrowings under the agreement are individual
-obligations of the borrowing:utility and a defauit by one utifity would not constitute a default, or preclude -
‘bormowings by, the other. At December 31, 2005, the California Utilities had no amounts outstanding
. under this facility, The faclllty provides: suppori for $88 mlllion of oommercial paper outstandmg at

December 31 2005

'Uncomrnltted Llnns of Credlt

At December 3, 2005 Sempra Commodlties had 5457 millions in various uncommutted lines -of credit

- that are guaran!aed by Sempra Energy and bear interest at rates varying with market rates and

.*  Sempra Energy's credit rating. At December 31, 2005, Sempra Commodmes had $343 milhon of Iatters '
©of credlt and no short-term borrownngs outstandmg agavnst these fines. -~ - o

: Othor Short-term Dabt

In adduﬂon to the lines of credit and commerctal paper, Sempta Energy had $101 m|II|on and $80
million of other shori-term debt oulstanding-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 3, 2005 and 2004 respectwely
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. ' Long_-term Debt

‘ - December 31,
(Dollats in millions) 2005 - 2004
Firsl morigage bors ’ _ SR
Variable rate (4.04% at December31 2005) December 4, 2009 ' - $ 100 $ 100
*4.375% January 15, 2011 100 100
Variable rates after fixed-lo-fioating rate swaps (3 62% al December 31 2005) Jandiary 15, 2011 150 150
438% Oclober 1,202 250 250
68% June 1,2015 14 14
5.3% November 15, 2015 : - —_—
5.45% April 15, 2018 _ ' 250 250
5.9% June 1, 2018 - 88 68
59% Seplember 1,2018 - S - 93 93
5.85% June 1, 2021 ) y : S ) 80 60
5% 10 5.25% December 1, 2027 ‘ ' ' ) - 150 - - 150
2.516% to 2.832%" January and ‘Fabruary 2034 L ) . ) 178 176
- 5.35% May 15,2036 - : ' ' . 250 -
. 5,75% November 15, 2035 T o ' 250 -
'2&275%‘May1 2039 : ' E . LTS 75
2,236 1,488
Olher Iong-hrm debt. (unsocured unless otherwise noled',l o :
4821% Notes May 17,2007 _ o - 800 600
' 6.0% Notes February 1, 2013 S ' . 400 " 400
-Notes et variable rates aﬂerﬂxed-w-ﬂoaﬁng swap (7. 81% at December 31, 2005) March 1, 2010, : - 3007 300
) " ‘Notes at variable rates (4. 46% at Deoember a1, 2005) May 21 2008 B R 00 300
o o 475%NohsMay15 2008 : ) C 300 .300 .
o 7.95% Noles March 1, 2010 . 200 200
. ‘Rate-reduction borids, 6. 31% to 6. 37% at December 31, 2005 payable annually through 2007 132 198
 5.9% June 1, 2014 ) . C 130 130
‘Employes Stock Ownership Plan E B .
, " Bonds at 4.213% November. 1, 2014 82 )
- "Bonda at variable rates {4 59% at Dacamber 31 2005) Nnvember‘l 2014 : 2 -3
. 5.5% December 1, 2021 . 80 . - 80
J ) o Dobtmmedtoaoqum llmltad pannetshipa sawredbymalestate at713% t0 9.35% annually} : .
© T thiough 2008 o . ) A8 . 78
5.3% July 1,202 39 39
4.9% March 1, 2023 . 25 25
- 6.375% May 14, 2006 8 -8
5.67% January 18, 2028 - | 5
£.95% Notes December 1, 2005 —_ 300
_Other debit : 40 a3
Capwrzodlems i ! 6
Markot valueadjuslments lor interest rate swaps. net (expmng 2009 201 1) 1) 13
: 4,930 4,594
Curmnt pomonof Iong-lerm wm (101) - (358)
Unamortized discount on long-term debt - (8} {4)
Totd =~ - . R ' : o -$4,823 - $4,192.

_* After floating-lo-fixed raie swaps expiring in 2009,
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Excludsng market value adjustments for interestrate swaps and capital Ieases which are described in
Note 15, rnatuntles of long-term debt are: _

(Doﬂarsinmrlﬁons) : )
2006_ : : : - §.100
2007 s - . 684
2008 : : 308
2009 ‘ 424
2010 R _ T 512
-Thereafter _ S 2,899
Total $4,927
Cellable Bonde :

At the company’s option, certain bonds aré catlable at various dates $802 million in 2006, $82 miihon'
in 2007 and $274 mrlhon after 2010. In addltlon. $27 billion of bonds are callab!e subject to make-

whole provnsrons

First Mortgege Bonds

Flrst moﬂgage bonds are lssued by the Ca!rfomle Utmties and secured by a Ilen on utility plent The:

- California: Utilities may issue additional first morigage bonds upon compliance with the pmwsions ‘of ' .

their - bond indentures which require, among other things, the satisfaction of pro forma eamings-

'coverage tests on ﬁrst mortgage bond interest and the availability of sufficient morigaged property to

support the additional bonds, after giving effect to prior bond redemptions. The most restrictive of these_

“tests (the property test) would permit the issuance, subject to CPUC authonzat:on, of an edditlonal :
E $27bi||ion of first mortgage bonds at Deoamber 31, 2005 e , A

In Novemher 2005 SDG&E issued $250 rmllfon of ﬁrst mortgage bonds matunng in 2015 In November

: 2005, SoCalGas issued $250 million of first mortgage bonds maturirig m 2035 in May 2005 SDG&E .
= |ssued $250 m:llion of ﬁrst mortgage bonds matunng in 2035 S , ‘

: quuuy Units

in 2002, the company issued $600 million of Equnty Umts The umts mcluded $600 million of the

l company’s 5.60% senior notes due May 17, 2007. In February 2005, the company remarketed the

senior notes for thelr remaining term at a rate of 4.621%. In March and May 2005, 19.7 million shares
of common stock were issued in oonnechon wrth the setllement of lhe related’ common stock purchase o

- confract as discussed in Note 12.

"Unsecured Leng-term Debt

Various Iong-tenn obhgations totallng $2 5 brlhon at December 31 2005 are unseCured

| Rate-Reduction Bonds

In December 1997, $658 mr!hon of. rate-reductron bonds were issued on behalf of SDG&E at. an
average interest rate of 6.26%. These bonds were issued to facilitate: the 10-peicent rate reduction
mandated by California’s electnc-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 electriity bills. These bonds are secured by the revenue streams collected from

customers and are not secured by. or payable from. utllrty property
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company's mterests at Deoember 31 2005 were as follows:

Debt of Employee Stock Ownership Plan (ESOP) and Trust (Trust)

- The Trust covers-substantially all of the emptoyees of the parent orgamzatlon SoCaIGas and most of

Sempra Global's subsidiaries. The Trust is used to fund part of the retirement savings plan 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. § million were
repficed 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 milfion in 2005, $5 million in 2004 and $6

milfion in 2003, Dividends used for debt service amounted to $2 million in each of 2005, 2004 and
20&3 _ S

lnterest-Rate S\tvaps o . .
The oompany penodlcally enters into Interest-rate swap agreements o moderate its exposure to

- mterest-rate changes and to lower its overaii oost of borrowmg

: Fair va!ue hedgas - : : ‘ :
, Dunng 2004, to balance the mix of ﬁxed and ﬂoatmg—rate debt. Sempra Energy entered mto interest-

rate swaps that effeciively exchanged the fixed rate-on $300 million of its $500 million 7.95% notes
_maturing in 2010 for a floating rate. The swaps éxpire in 2010. ‘During 2003, SoCalGas entered into-an

" interest:rate: swap that effectively- exchanged the fixed rate on $150 miflion of its- $250 million 4.375%
. first. mortgage bonds maturing in 2011. for a fioating rate. The swap expires in 2011. At-December 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 oomprehenswe Income There. has been no hedge nneffeottveness on.
_ these swaps ' _ o L

| Cash ﬂow hedges

in the third quarter of 2005, Sempra Energy Mexico entered rnto denvatwe transactrons to hedge future

- mterest payments associated with forecasted: borrowings of $450 million for facilities related to Sempra
- LNG's Energfa Costa Azul project. The swaps expire in.2027. In September 2004, SDGAE entered into
interest-rate swaps to exchange the floating rates on its. $251 million Chula Vista Series 2004 bonds

maturing 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 mitlion

. “recorded in Other-income, Net on the Statements of Consolidated Income. The effect of interest-rate
cash flow hedges on-othér comprehensive income (loss) for the years ended December 31, 2005 and

2004 was $4 million and an immaterial amount, -respectively. The balance in. Accumulated Other

o _Comprohenswe lnoome (Loss) at December 31, 2005 related to lnterest-rate cash flow hedges was $4
' millton

- NOTE 6. FACILITIES UNDER JOINT OWNERSHIP |

Lt e e

SONGS and the Southwest Powerlink transmission line are owned jolntly with other uttlmes The '

Southwest

' _[Doltarsmmlltons) SONGS. ) Powerfink
) Peroentage ownersh:p _ o : 20% 1%
. Utility plant in service - : S - %39 $290 -
‘Accumulated depreciation and amortization R .82 $158.

._Constructlonworklnprogress‘r e S $21 % 9
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' (Doftars in milliens) ; ' . Maturity dates

The company and the other owners each holds its interest as an undivided interest as tenants in
common in the property. Each owner is responsible for financing its share of each pro;ect and

. participates in decisions concemlng operations and capltal expenditures.

The company 's share of operatrng expenses is included qn_the Statements of Consplidat_ed Income.

SONGS Decommissioning

. Objectives, work scope and procedures for the dismantling and decontamination of the SONGS units

must meet the regquirements of the Nuclear Regulatory Commission (NRC), the Environmental
Protection Agency, the U.S. Department of the Navy (the fand owner), the CPUC and other regulatory

bodues

The cmpany s share of decommnssaomng cosis for the SONGS unns is est:mated to be $339 mlllaon in
2005 dollars. That amount inciudes the cost to decommissmn 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 tirne 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 to have been collected to -

"~ ‘tully decommission SONGS, but may be extended by CPUC approval until 2022, when the units' NRC

operatlng licenses. :em'nnate and the decommlssmmng of Units 2 and 3 would be expected to bagln

The amounts collected in rates are mvested in extemally managed trust funds Amounts held by the
trusts are invested in accordance with CPUC regulations that establish maximum. amounts. for

. investrments in equity securities (50 percent of a qualified trust and 60 percent of a nonqualified-trust),

international equity securities (20 percent) and securities of electric utilittes having ownership intérests

in nuclear power plants (10 percent). Not less than 50 percent of the equity portion- of the trusts must .
be invested passively. The securities held. by the trust are considered available for sale. These trusts -
are shown on the Consohdated Balance Sheets at market vatue wnth the offsettlng credits feoorded in .

T

Unrt 1 was permanently shut dowrl in 1992; and physical decommlssmnlng began in January 2000
Several structures, foundations and large components have been dismantied, 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 instaltation (ISFSI) 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 Enargy Umt 1s
reacior vessel is expected to remain on site until Uruts 2 and 3are decommlssioned _

Trust_ .mvestmepts lnclude.

‘December 31,
2005 2004

2006—2034 $584 §45

~ Municipal bonds ,
U.S. government issues o 2006—2038 222 209
Cash and other securities - ' 2006—2033 - 35 - 55
Equity securities: ' o : : 327 1303
Total $638 3612
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Net eamnings of the trust were $30 million in 2005, $46 million in 2004 and $82 miiion in 2003.
Proceeds from sales of securities (which are reinvested) were $223 million in 2005, $237 million in
2004 and $266 mitlion in 2003, inciuding net gains of $3 miilion, $12 million and $4 miltion 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
sheets were $193 million, $182 million and $159 million at December 31, 20085, 2004 and 2003

respectlvely

Customer contributidn_ .amounts are determined. by estimates of 'afte'r-tax investment retums,
decommissioning costs and decommissioning cost escalation rates. Lower actual investment retums or
higher actual decommissioning costs resuit in an increase in future customer oonlﬁbutions.

Discussion regarding the impact of SFAS 143 is prowded m Note 1. Additional mformatnon regarding

o SONGS is Included in Notes 13 and 15.

NOTE 1. INCOME TAXES ‘
Reconci!:atlons of the U S. statutofy federal income tax rate to the effectlve income tax rate are as _
foliows , o :

'Ye'arsmdedDemmb&rSt
L o o 2005 2004 2003
- Statutory federal income tax rate - S o '35% ° 35%  35% -
Utility depreciation L L : . - 8. 4 7
State income taxes, net of federai mcometaxbeneﬁt S 3. 4 8
- Taxcredits _ e 14 18 (2%
~ Foreign subsidiary income tax actnnty : {3) - 3) (1)
‘Resolution of Internal Revenue: Service audits o o - (1
" - Reduction of prior period state income tax accruals. net of federal T e
. Income tax effect = . - (8). < ) I
, Reductlonofmterest rate on prlor penod federal mcometax Ilabmtles ' . T
. netoftax - _ _ e (@
~ Utility repair allowance oo N - I L
'Return to provnsnon adjustments - : : o ‘ o £ R } Bt
Other, net - _ : , ' ‘ 3 @ —_
Eﬂ’e_chve mcome tax rate ‘ : 5%  18% 7%

The gaographsc components of income from oontmumg operations before income taxes and equrty in

eammgs of certann unconsolidated suhsadlanes are as follows:
' Years Vendad December 31,

.(Dollarsmmlll’m) L e T 2008 o004 2003
Domestic. . SRR R . $748 $ 796  $551
’ o C- 168 255 128

Foreign

Total - 0 TTse16 . $1,051  $680




