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INFORMATION REGARDING FORWARD-LOOKING STATEMENTS

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

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

PART 1
ITEM 1. BUSINESS AND RISK FACTORS

Description of Business

A description of San Diego Gas & Electric Company (SDG&E or the company) is given in
"Management's Discussion and Analysis of Financial Condition and Results of Operations”
herein.

SDG&E's common stock is wholly owned by Enova Corporation, which is a wholly owned
subsidiary of Sempra Energy, a California-based Fortune 500 holding company. The financial
statements herein are the Consolidated Financial Statements of SDG&E and its sole subsidiary,
SDG&E Funding LLC. Sempra Energy also indirectly owns the common stock of Southern
California Gas Company (SoCalGas). SDG&E and SoCalGas are collectively referred to herein
as "the California Utilities."

Company Website
The company's website address is http://www.sdge.com/ and Sempra Energy's website address is

http://www.sempra.com/. The company makes available free of charge via a hyperlink on its
website its annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form



8-K, and any amendments to those reports as soon as reasonably practicable after such material is
electronically filed with or furnished to the Securities and Exchange Commission.

Risk Factors

The following risk factors and all other information contained in this report should be considered
carefully when evaluating SDG&E. These risk factors could affect the actual results of SDG&E
and cause such results to differ materially from those expressed in any forward-looking
statements of, or made by or on behalf of, SDG&E. Other risks and uncertainties, in addition to
those that are described below, may also impair its business operations. If any of the following
risks occurs, SDG&E's business, cash flows, results of operations and financial condition could
be seriously harmed. These risk factors should be read in conjunction with the other detailed
information concerning SDG&E set forth in the notes to Consolidated Financial Statements and
in "Management's Discussion and Analysis of Financial Condition and Results of Operations”
herein.

SDG&E is subject to extensive regulation by state, federal and local legislation and regulatory
authorities, which may adversely affect the operations, performance and growth of its business

The California Public Utilities Commission (CPUC), which consists of five commissioners
appointed by the Governor of California for staggered six-year terms, regulates SDG&E's rates
(except electric transmission rates, which are regulated by the Federal Energy Regulatory
Commission (FERC)) and conditions of service, sales of securities, rates of return, rates of
depreciation, uniform systems of accounts, examination of records and long-term resource
procurement. The CPUC conducts various reviews of utility performance (which may include
reasonableness and prudency reviews) and affiliate relationships and conducts audits and
investigations into various matters which may, from time to time, result in disallowances and
penalties adversely affecting earnings and cash flows. Various proceedings involving the CPUC
and relating to SDG&E's rates, costs, incentive mechanisms, performance-based regulation and
compliance with affiliate and holding company rules are discussed in the notes to Consolidated
Financial Statements and in "Management's Discussion and Analysis of Financial Condition and
Results of Operations" herein.

Periodically, SDG&E's rates are approved by the CPUC based on forecasts of capital and
operating costs. If the company's actual capital and operating costs were to exceed the amount
included in its base rates approved by the CPUC, it would adversely affect earnings and cash
flows.

To promote efficient operations and improved productivity and to move away from
reasonableness reviews and disallowances, the CPUC adopted Performance-Based Regulation
(PBR) for the California Utilities. Under PBR, regulators require future income potential to be
tied to achieving or exceeding specific performance and operating income goals, rather than
relying solely on expanding utility plant to increase earnings. The three areas that are eligible for
PBR rewards are: operational incentives based on measurements of safety, reliability and
customer satisfaction; energy efficiency rewards based on the effectiveness of the programs; and
natural gas procurement rewards. Although SDG&E has received PBR rewards in the past, there
can be no assurance that it will receive rewards in the future, or that they would be of comparable
amounts. Additionally, if the company fails to achieve certain minimum performance levels
established under the PBR mechanisms, it may be assessed financial disallowances or penalties
which could negatively affect earnings and cash flows.



The FERC regulates electric transmission rates, the transmission and wholesale sales of
electricity in interstate commerce, transmission access and other similar matters involving
SDG&E.

The company may be adversely affected by new regulations, decisions, orders or interpretations
of the CPUC, FERC or other regulatory bodies. New legislation, regulations, decisions, orders or
interpretations could change how the company operates, could affect its ability to recover various
costs through rates or adjustment mechanisms, or could require the company to incur additional
expenses.

SDG&E may incur substantial costs and liabilities as a result of its ownership of nuclear
Jacilities.

SDG&E owns a 20% interest in the San Onofre Nuclear Generating Station (SONGS), a 2,150
megawatt nuclear generating facility near San Clemente, California. The Nuclear Regulatory
Commission (NRC) has broad authority under federal law to impose licensing and safety-related
requirements for the operation of nuclear generation facilities. SDG&E's ownership interest in
SONGS subjects it to the risks of nuclear generation, which include:

e the potential harmful effects on the environment and human health resulting from the
operation of nuclear facilities and the storage, handling and disposal of radioactive
materials; :

* limitations on the amounts and types of insurance commercially available to cover
losses that might arise in connection with nuclear operations; and

® uncertainties with respect to the technological and financial aspects of
decommissioning nuclear plants at the end of their licensed lives.

The California Utilities’ future results of operations and financial condition may be materially
adversely affected by the outcome of pending litigation against them.

The California energy crisis of 2000-2001 has generated numerous lawsuits, governmental
investigations and regulatory proceedings involving many energy companies, including Sempra
Energy and the California Utilities. In January 2006, Sempra Energy and the California Utilities
reached agreement to settle several of these lawsuits including, subject to court and other
approvals, the principal class action antitrust lawsuits in which they are defendants. The
companies remain defendants in several additional lawsuits arising out of the energy crisis,
including lawsuits commenced in the fourth quarter of 2005 by the California Attorney General.
The company is also responding to an ongoing CPUC proceeding related to the increase in
natural gas prices at the California-Arizona border in 2000-2001. Sempra Energy and the
California Utilities have expended and continue to expend substantial amounts defending these
lawsuits and in connection with related investigations and regulatory proceedings. Sempra Energy
and the California Utilities have established reserves for the agreed and unresolved issues.
However, given the uncertainties involved in resolving litigation, Sempra Energy's and the
California Utilities' results of operations and financial condition may be materially adversely
affected.

These proceedings are discussed in the notes to Consolidated Financial Statements and in
"Management's Discussion and Analysis of Financial Condition and Results of Operations"
herein.



The company's cash flows, ability to pay dividends and ability to meet its debt obligations
largely depend on the performance of its utility operations.

The company's utility operations are the major source of liquidity. The company's ability to pay
dividends on its preferred stock is largely dependent on the sufficiency of utility earnings and
cash flows in excess of operational needs.

Natural disasters, catastrophic accidents or acts of terrorism could materially adversely affect
the company's business, earnings and cash flows.

Like other major industrial facilities, the company's electric transmission facilities and natural gas
pipelines may be damaged by natural disasters, catastrophic accidents or acts of terrorism. Any
such incidents could result in severe business disruptions, significant decreases in revenues or
significant additional costs to the company, which could have a material adverse effect on the
company's earnings and cash flows. Given the nature and location of these facilities, any such
incidents also could cause fires, leaks, explosions, spills or other significant damage to natural
resources or property belonging to third parties, or personal injuries, which could lead to
significant claims against the company. Insurance coverage may become unavailable for certain
of these risks and the insurance proceeds received for any loss of or damage to any of its
facilities, or for any loss of or damage to natural resources or property or personal injuries caused
by its operations, may be insufficient to cover the company's losses or liabilities without
materially adversely affecting the company's financial condition, earnings and cash flows.

GOVERNMENT REGULATION
California Utility Regulation

The CPUC, which consists of five commissioners appointed by the Governor of California for
staggered six-year terms, regulates SDG&E's rates and conditions of service, sales of securities,
rate of return, rates of depreciation, uniform systems of accounts, examination of records, and
long-term resource procurement. The CPUC conducts various reviews of utility performance and
conducts investigations into various matters, such as deregulation, competition and the
environment, to determine its future policies. The CPUC also regulates the relationship of the
California Utilities with Sempra Energy and is currently investigating this relationship, as
discussed further in Note 10 of the notes to Consolidated Financial Statements herein.

The California Energy Commission (CEC) has discretion over electric demand forecasts for the
state and for specific service territories. Based upon these forecasts, the CEC determines the need
for additional energy sources and for conservation programs. The CEC sponsors alternative-
energy research and development projects, promotes energy conservation programs and maintains
a statewide plan of action in case of energy shortages. In addition, the CEC certifies power-plant
sites and related facilities within California.

The CEC conducts a 20-year forecast of supply availability and prices for every market sector
consuming natural gas in California. This forecast includes resource evaluation, pipeline capacity
needs, natural gas demand and wellhead prices, and costs of transportation and distribution. This
analysis is used to support long-term investment decisions.



United States Utility Regulation

The FERC regulates the interstate sale and transportation of natural gas, the transmission and
wholesale sales of electricity in interstate commerce, transmission access, the uniform systems of
accounts, rates of depreciation and electric rates involving sales for resale. Both the FERC and
the CPUC are currently investigating prices charged to the California investor-owned utilities
(I0Us) by various suppliers of natural gas and electricity. Further discussion is provided in Notes
9, 10 and 11 of the notes to Consolidated Financial Statements herein.

The NRC oversees the licensing, construction and operation of nuclear facilities. NRC regulations
require extensive review of the safety, radiological and environmental aspects of these facilities.
Periodically, the NRC requires that newly developed data and techniques be used to reanalyze the
design of a nuclear power plant and, as a result, requires plant modifications as a condition of
continued operation in some cases.

Local Regulation

SDG&E has electric franchises with the two counties and the 26 cities in its electric service
territory, and natural gas franchises with the one county and the 18 cities in its natural gas service
territory. These franchises allow SDG&E to locate, operate and maintain facilities for the
transmission and distribution of electricity and/or natural gas in streets and other public places.
Most of the franchises have indeterminate lives, except for the electric and natural gas franchises
with the cities of Encinitas (2012), San Diego (2020), Coronado (2028) and Chula Vista (2035),
and the natural gas franchises with the city of Escondido (2035) and the county of San Diego
(2029).

Licenses and Permits

SDG&E obtains numerous permits, authorizations and licenses in connection with the
transmission and distribution of natural gas and electricity. They require periodic renewal, which
results in continuing regulation by the granting agency.

Other regulatory matters are described in Notes 9 and 10 of the notes to Consolidated Financial
Statements herein.

NATURAL GAS UTILITY OPERATIONS
Resource Planning and Natural Gas Procurement and Transportation

The company is engaged in the purchase and distribution of natural gas. The company's resource
planning, power procurement, contractual commitments and related regulatory matters are
discussed below and in "Management's Discussion and Analysis of Financial Condition and
Results of Operations" and in Notes 10 and 11 of the notes to Consolidated Financial Statements
herein.

Customers

For regulatory purposes, customers are separated into core and noncore customers. Core
customers are primarily residential and small commercial and industrial customers, without
alternative fuel capability. Noncore customers consist primarily of electric generation, large
commercial and industrial customers.



Most core customers purchase natural gas directly from the company. Core customers are
permitted to aggregate their natural gas requirement and purchase directly from brokers or
producers. The company continues to be obligated to purchase reliable supplies of natural gas to
serve the requirements of core customers.

Natural Gas Procurement and Transportation

Most of the natural gas purchased and delivered by the company is produced outside of
California, primarily in the southwestern U.S. and Canada. The company purchases natural gas
under short-term contracts, which are primarily based on monthly spot-market prices.

SDG&E has long-term natural gas transportation contracts with various interstate pipelines that
expire on various dates between 2006 and 2023. SDG&E currently purchases natural gas on a
spot basis from Canada, the Rocky Mountain area and the Southwestern U.S. to fill its long-term
pipeline capacity and purchases additional spot-market supplies delivered directly to California
for its remaining requirements. SDG&E continues its ongoing assessment of its pipeline capacity
portfolio, including the release of a portion of this capacity to third parties. In accordance with
regulatory directives, SDG&E has reconfigured its pipeline capacity portfolio as of November
2005 to secure firm transportation rights from a diverse mix of U.S. and Canadian supply sources
for its projected core customer natural gas requirements. All of SDG&E's natural gas is delivered
through SoCalGas' pipelines under a long-term transportation agreement. In addition, under
separate agreements expiring in March 2008, SoCalGas provides SDG&E up to nine billion cubic
feet of storage capacity.

According to "Btu's Daily Gas Wire," the annual average spot price of natural gas at the
California/Arizona border was $7.62 per million British thermal unit (mmbtu) in 2005 ($11.42
per mmbtu in December 2005), compared with $5.57 per mmbtu in 2004 and $5.13 per mmbtu
in 2003. The company's weighted average cost (including transportation charges) per mmbtu of
natural gas was $8.67 in 2005, $6.11 in 2004 and $5.14 in 2003.

Demand for Natural Gas

The company faces competition in the residential and commercial customer markets based on the
customers' preferences for natural gas compared with other energy products. In the non-core
industrial market, some customers are capable of using alternate fuels, which can affect the
demand for natural gas. The company's ability to maintain its industrial market share is largely
dependent on energy prices. The demand for natural gas by electric generators is influenced by a
number of factors. In the short-term, natural gas use by electric generators is impacted by the
availability of alternative sources of generation. The availability of hydroelectricity is highly
dependent on precipitation in the western United States. In addition, natural gas use is impacted
by the performance of other generation sources in the western United States, including nuclear
and coal, and other natural gas facilities outside the service area. Natural gas use is also impacted
by changes in end-use electricity demand. For example, natural gas use generally increases during
summer heat waves. Over the long-term, natural gas used to generate electricity will be
influenced by additional factors such as the location of new power plant construction and the
development of renewable resources. More generation capacity currently is being constructed
outside Southern California than within the California Utilities' service area. This new generation
will likely displace the output of older, less efficient local generation, reducing the use of natural
gas for local electric generation.



Effective March 31, 1998, electric industry restructuring provided out-of-state producers the
option to provide power to California utility customers. As a result, natural gas demand for
electric generation within Southern California competes with electric power generated throughout
the western United States. Although electric industry restructuring has no direct impact on the
company's natural gas operations, future volumes of natural gas transported for electric generating
plant customers may be significantly affected to the extent that regulatory changes divert electric
generation from the company's service area.

Growth in the natural gas markets is largely dependent upon the health and expansion of the
Southern California economy and prices of other energy products. External factors such as
weather, the price of electricity, electric deregulation, the use of hydroelectric power,
development of renewable resources, development of new natural gas supply sources and general
economic conditions can result in significant shifts in demand and market price. The company
added 12,000 new customer meters in each of 2005 and 2004, representing growth rates of 1.5
percent in both years. The company expects that its growth rate for 2006 will approximate 2005's.

The natural gas distribution business is seasonal in nature and revenues generally are greater
during the winter months. As is prevalent in the industry, the company injects natural gas into
storage during the summer months (usually April through October) for withdrawal from storage
during the winter months (usually November through March) when customer demand is higher.

ELECTRIC UTILITY OPERATIONS

Customers

At December 31, 2005, the company had 1.3 million meters consisting of 1,188,000 residential,
141,000 commercial, 480 industrial, 1,990 street and highway lighting, and 6,700 direct access.
The company's service area covers 4,100 square miles. The company added 20,000 new
customer meters in 2005 and 22,000 in 2004, representing growth rates of 1.5% and 1.7%,
respectively.

Resource Planning and Power Procurement
SDG&E's resource planning, power procurement and related regulatory matters are discussed

below, in "Management's Discussion and Analysis of Financial Condition and Results of
Operations” and in Notes 9, 10 and 11 of the notes to Consolidated Financial Statements herein.
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Electric Resources

Based on CPUC-approved purchased-power contracts currently in place with SDG&E's various
suppliers and SDG&E's 20-percent share of a generating plant, as of December 31, 2005, the
supply of electric power available to SDG&E is as follows:

Expiration Megawatts
Supplier Source date (MW)
PURCHASED-POWER CONTRACTS:
DWR ** -allocated contracts:

Williams Energy Marketing & Trading Natural gas 2007 to 2010 1,906*

Sunrise Power Co. LLC Natural gas 2012 574

Other Natural gas / wind 2006 to 2013 227

Total 2,707
Other contracts with Qualifying Facilities (QFs):

Applied Energy Inc. Cogeneration 2019 102

Yuma Cogeneration Cogeneration 2024 50

Goal Line Limited Partnership Cogeneration 2025 50

Other (16 contracts) Cogeneration 2009 and thereafter 61

Total 263
Other contracts with renewable sources:

Oasis Power Partners Wind 2019 60

AES Delano Bio-mass 2007 49

PPM Energy Wind 2018 25

WTE / FPL Wind 2019 17

Other (6 contracts) Bio-gas 2007-2014 24

Total 175
Other long-term contracts:

Portland General Electric (PGE) Coal 2013 89
Total contracted 3,234
GENERATION:

SONGS 430

Miramar —_
Total Generation 477
TOTAL CONTRACTED AND GENERATION 3,711

* Effective January 1, 2007, 1,200 megawatts were reallocated to Southern California Edison (Edison) by
the CPUC, as described in Note 9 of the notes to Consolidated Financial Statements.
** Department of Water Resources

Under the contract with PGE, SDG&E pays a capacity charge plus a charge based on the amount
of energy received and/or PGE's non-fuel costs. Costs under the contracts with QFs are based on
SDG&E's avoided cost. Charges under the remaining contracts are for firm and as-available
energy and are based on the amount of energy received. The prices under these contracts are at
the market value at the time the contracts were negotiated.

SONGS

SDG&E owns 20 percent of SONGS, which is located south of San Clemente, California.
SONGS consists of three nuclear generating units. The cities of Riverside and Anaheim own a
total of 5 percent of Units 2 and 3. Edison owns the remaining interests and is the operator of
SONGS.
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Unit 1 was removed from service in November 1992 when the CPUC issued a decision to
permanently shut it down. Decommissioning of Unit 1 is now in progress and its spent nuclear
fuel is being stored on site.

Units 2 and 3 began commercial operation in August 1983 and April 1984, respectively.
SDG&E's share of the capacity is 214 MW of Unit 2 and 216 MW of Unit 3.

SDG&E had fully recovered its SONGS capital investment through December 31, 2003.

Additional information concerning the SONGS units and nuclear decommissioning is provided
below, in "Environmental Matters" herein, and in "Management's Discussion and Analysis of
Financial Condition and Results of Operations" and in Notes 3, 9 and 11 of the notes to
Consolidated Financial Statements herein.

Nuclear Fuel Supply

The nuclear fuel supply cycle includes materials and services (uranium oxide, conversion of
uranium oxide to uranium hexafluoride, uranium enrichment services, and fabrication of fuel
assemblies) performed by others under various contracts which extend through 2008. The
availability and the cost of the various components of the nuclear-fuel cycle for SDG&E's
nuclear facilities in subsequent years cannot be estimated at this time.

Spent fuel from SONGS is being stored on site in the independent spent fuel storage installation,
where storage capacity is expected to be adequate through 2022, the expiration date of the units'
NRC operating license. Pursuant to the Nuclear Waste Policy Act of 1982, SDG&E entered into
a contract with the U.S. Department of Energy (DOE) for spent-fuel disposal. Under the
agreement, the DOE is responsible for the ultimate disposal of spent fuel from SONGS. SDG&E
pays the DOE a disposal fee of $1.00 per megawatt-hour of net nuclear generation, or $3 million
per year. The DOE projects that it will not begin accepting spent fuel until 2010 at the earliest.

Additional information concerning nuclear-fuel costs and the storage and movement of spent fuel
is provided in Notes 9 and 11, respectively, of the notes to Consolidated Financial Statements
herein.

Power Pools

SDG&E is a participant in the Western Systems Power Pool, which includes an electric-power
and transmission-rate agreement with utilities and power agencies located throughout the United
States and Canada. More than 270 investor-owned and municipal utilities, state and federal
power agencies, energy brokers, and power marketers share power and information in order to
increase efficiency and competition in the bulk power market. Participants are able to make
power transactions on standardized terms that have been preapproved by the FERC.

Transmission Arrangements

The Pacific Intertie, consisting of AC and DC transmission lines, connects the Northwest with
SDG&E, Pacific Gas & Electric (PG&E), Edison and others under an agreement that expires in
July 2007. SDG&E's share of the Pacific Intertie is 266 MW.

12



Power originating from sources utilizing the Pacific Intertie, as well as power from other sources,
can be imported into SDG&E's system via the Edison-SDG&E interconnection at the SONGS
switchyard. Five 230-kilovolt transmission lines into SDG&E's system from that interconnection
comprise the "South of SONGS" path, which is normally rated at 2200 MW.

SDG&E's 500-kilovolt Southwest Powerlink transmission line, which is shared with Arizona
Public Service Company and Imperial Irrigation District, extends from Palo Verde, Arizona to
San Diego. SDG&E's share of the line is 970 MW, although it can be less under certain system
conditions.

Mexico's Baja California Norte system is connected to SDG&E's system via two 230-kilovolt
interconnections with firm capability of 408 MW in the north to south direction and 800 MW in
the south to north direction.

SDG&E is in the planning stages for the Sunrise Powerlink, a new 500-kilovolt transmission

line between the existing Imperial Valley Substation and a new Central Substation to be located
within the SDG&E system. The proposed rating of the Sunrise Powerlink is 1,000 MW or higher.
The project is subject to CPUC approval and is estimated to cost at least $1 billion. The planned
in-service date is June 2010.

Transmission Access

The National Energy Policy Act governs procedures for others' requests for transmission service.
The FERC approved the California IOUs' transfer of operation and control of their transmission
facilities to the Independent System Operator (ISO) in 1998. Additional information regarding the
FERC, ISO and transmission issues is provided in Note 10 of the notes to Consolidated Financial
Statements herein.

RATES AND REGULATION

Information concerning rates and regulations applicable to the company is provided in
"Management's Discussion and Analysis of Financial Condition and Results of Operations" and
in Notes 1, 9 and 10 of the notes to Consolidated Financial Statements herein.

ENVIRONMENTAL MATTERS

Discussions about environmental issues affecting the company are included in Note 11 of the notes
to Consolidated Financial Statements herein. The following additional information should be read
in conjunction with those discussions.

Hazardous Substances

In 1994, the CPUC approved the Hazardous Waste Collaborative Memorandum account, allowing
California's IOUs to recover their hazardous waste cleanup costs, including those related to
Superfund sites or similar sites requiring cleanup. Recovery of 90 percent of hazardous waste
cleanup costs and related third-party litigation costs, and 70 percent of the related insurance-
litigation expenses is permitted. In addition, the company has the opportunity to retain a percentage
of any insurance recoveries to offset the 10 percent of costs not recovered in rates.

At December 31, 2005, the company had accrued its estimated remaining investigation and
remediation liability related to hazardous waste sites, including numerous locations that had been
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manufactured-gas plants, of $7.2 million, of which 90 percent is authorized to be recovered through
the Hazardous Waste Collaborative mechanism. This estimated cost excludes remediation costs of
$10.3 million associated with SDG&E's former fossil-fuel power plants. The company believes that
any costs not ultimately recovered through rates, insurance or other means will not have a material
adverse effect on the company's consolidated results of operations or financial position.

Estimated liabilities for environmental remediation are recorded when amounts are probable and
estimable. Amounts authorized to be recovered in rates under the Hazardous Waste Collaborative
mechanism are recorded as a regulatory asset.

Electric and Magnetic Fields (EMFs)

Although scientists continue to research the possibility that exposure to EMFs causes adverse health
effects, science has not demonstrated a cause-and-effect relationship between exposure to the type
of EMFs emitted by power lines and other electrical facilities and adverse health effects. Some
laboratory studies suggest that such exposure creates biological effects, but those effects have not
been shown to be harmful. The studies that have most concerned the public are epidemiological
studies, some of which have reported a weak correlation between childhood leukemia and the
proximity of homes to certain power lines and equipment. Other epidemiological studies found no
correlation between estimated exposure and any disease. Scientists cannot explain why some

studies using estimates of past exposure report correlations between estimated EMF levels and
disease, while others do not.

To respond to public concerns, the CPUC previously directed California IOUs to adopt a low-cost
EMF-reduction policy that requires reasonable design changes to achieve noticeable reduction of
EMF levels that are anticipated from new projects. The CPUC has recently reviewed the resultant
policy in an Order Instituting Ratemaking and found no new scientific research to support a change
to the existing policy, finding existing policy of prudent avoidance to be sufficient and reasonable.

Air and Water Quality

The transmission and distribution of natural gas require the operation of compressor stations, which
are subject to increasingly stringent air-quality standards. Costs to comply with these standards are
recovered in rates.

In connection with the issuance of operating permits, SDG&E and the other owners of SONGS
previously reached agreement with the California Coastal Commission to mitigate the
environmental damage to the marine environment attributed to the cooling-water discharge from
SONGS Units 2 and 3. SDG&E's share of the cost is estimated to be $34 million, of which $16
million had been incurred at December 31, 2005. Rate recovery of 50% of the remaining costs is
uncertain.

OTHER MATTERS
Research, Development and Demonstration (RD&D)

Effective January 2005, a surcharge was established by the CPUC for natural gas public interest
RD&D. The natural gas public interest research program is administered by the CEC. For 2005,
the funding level is subject to a statewide cap of $12 million. The statewide cap increases to $15
million in 2006. For 2005, SDG&E funding for the natural gas public purpose RD&D program
was $1 million.
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SDG&E continues to fund the California Public Interest Energy Research (PIER) Program for
electric research. For 2005, SDG&E's funding level was $6 million for the PIER program.

Employees of Registrant

As of December 31, 2005, the company had 4,505 employees, compared to 4,405 at December
31, 2004.

Labor Relations

Certain employees at SDG&E are represented by the Local 465 International Brotherhood of
Electrical Workers. The current contract is in effect through August 31, 2008.

ITEM 2. PROPERTIES
Electric Properties

SDG&E's interest in SONGS is described in "Electric Resources" herein. At December 31, 2005,
SDG&E's electric transmission and distribution facilities included substations, and overhead and
underground lines. The electric facilities are located in San Diego, Imperial and Orange counties
of California and in Arizona, and consist of 1,835 miles of transmission lines and 21,601 miles of
distribution lines. Periodically, various areas of the service territory require expansion to
accommodate customer growth.

In 2005, SDG&E purchased a 45-MW electric generation facility located in San Diego,
California. In 2006, SDG&E will purchase the 550-MW Palomar power plant, located in
Escondido, California, which is being constructed by Sempra Generation.

Natural Gas Properties

At December 31, 2005, SDG&E's natural gas facilities, which are located in San Diego and
Riverside counties of California, consisted of the Moreno and Rainbow compressor stations, 166
miles of high pressure transmission pipelines, 8,100 miles of high and low pressure distribution
mains, and 6,197 miles of service lines.

Other Properties

SDG&E occupies an office complex in San Diego pursuant to an operating lease ending in 2007.
The lease can be renewed for two five-year periods.

The company owns or leases other warehouses, offices, operating and maintenance centers,
shops, service facilities and equipment necessary in the conduct of its business.

ITEM 3. LEGAL PROCEEDINGS
Except for the matters described in Note 11 of the notes to Consolidated Financial Statements or

referred to elsewhere in this Annual Report, neither the company nor its subsidiary is party to, nor
is their property the subject of, any material pending legal proceedings.
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Sempra Energy and SDG&E are defendants in a lawsuit filed by the County of San Diego secking
civil penalties for alleged violations of environmental standards applicable to the abatement,
handling and disposal of asbestos-containing materials during the demolition of a natural gas
storage facility in 2001. In a federal criminal indictment, SDG&E and two employees have also
been charged with having violated these standards and with conspiracy and making false
statements to governmental authorities in connection with these matters. Sempra Energy and
SDG&E believe that the maximum fines and penalties that could reasonably be assessed against
them with respect to these matters would not exceed $750,000. The company believes that the
claims and charges are without merit and is vigorously contesting them.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None.
PART 11

ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY AND RELATED
STOCKHOLDER MATTERS

All of the issued and outstanding common stock of SDG&E is owned by Enova Corporation, a
wholly owned subsidiary of Sempra Energy. The information required by Item 5 concerning
dividend declarati:ns is included in the "Statements of Consolidated Changes in Shareholders'
Equity" set forth in Item 8 of the 2005 Annual Report to Shareholders herein.

ITEM 6. SELECTED FINANCIAL DATA

(Dollars in millions) At December 31, or for the years then ended
2005 2004 2003 2002 2001
Income Statement Data:
Operating revenues $ 2,512 $ 2274 $ 2308 $ 1,725 $ 2359
Operating income $ 283 $ 256 $ 388 $ 256 $ 241
Dividends on preferred stock $ 5 $ 5 $ 6 $ 6 $ 6
Eamnings applicable to
common shares $ 262 $ 208 $ 334 $ 203 $ 177

Balance Sheet Data:

Total assets ' $ 7,492 $ 63834 $ 6,461 $ 6,285 $ 6,542
Long-term debt $ 1,455 $ 1,022 $ 1,087 $ 1,153 $ 1,229
Short-term debt (a) $ 66 $ 66 $ 66 $ 66 $ 93
Preferred stock subject to

mandatory redemption (b) $ - $ - $ - $ 25 $ 25
Shareholders' equity $ 1,562 $ 1,376 $ 1,343 $ 1,223 $ 1,165

(a) Includes long-term debt due within one year.

(b) At December 31, 2005 and 2004, $16 million and $19 million, respectively, were included in Deferred
Credits and Other Liabilities, and $3 million and $2 million, respectively, were included in Other Current
Liabilities on the Consolidated Balance Sheets.

Since SDG&E is a wholly owned subsidiary of Enova Corporation, per share data is not provided.

This data should be read in conjunction with the Consolidated Financial Statements and the notes to
Consolidated Financial Statements contained herein.
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Item 7.
MANAGEMENT'S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

INTRODUCTION

This section of the 2005 Annual Report includes management's discussion and analysis of
operating results from 2003 through 2005, and provides information about the capital resources,
liquidity and financial performance of San Diego Gas & Electric Company (SDG&E or the
company). This section also focuses on the major factors expected to influence future operating
results and discusses investment and financing activities and plans. It should be read in
conjunction with the Consolidated Financial Statements included in this Annual Report.

The company is an operating public utility engaged in the electric business, serving 3.4 million
consumers, and in the natural gas business, serving 3.1 million consumers. It distributes electric
energy, purchased from others or generated from its 20 percent interest in a nuclear facility,
through 1.3 million electric meters in San Diego County and an adjacent portion of southern
Orange County, California. It also purchases and distributes natural gas through 825,000 meters
in San Diego County and transports electricity and natural gas for others. SDG&E's service
territory encompasses 4,100 square miles. SDG&E's only subsidiary is SDG&E Funding LLC,
which was formed to facilitate the issuance of SDG&E's rate reduction bonds described in Note 2
of the notes to Consolidated Financial Statements. SDG&E is a substantially wholly owned
indirect subsidiary of Sempra Energy. SDG&E and its sister utility, Southern California Gas
Company (SoCalGas), which distributes natural gas throughout most of Southern California and a
portion of central California, are collectively referred to herein as "the California Utilities."

RESULTS OF OPERATIONS
The following table shows net income for each of the last five years.

(Dollars in millions)

2005 $ 267
2004 $213
2003 $ 340
2002 $ 209
2001 $ 183
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Comparison of Earnings

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

Net Income Operating Income

(Dollars in millions) 2005 2004 2003 2005 2004 2003
Reported amounts $ 267 $ 213 $ 340 $ 283 $ 256 § 388
Unusual items:
Resolution of prior years' income
tax issues (21) (60) (12) 9 (60) (12) 9)
Increase in California energy
crisis litigation reserves (66) 28 11 11 28 11 11
South Bay charitable contribution
deduction (21) (23) -- -- 21 -- --
DSM' awards (62) (22) - - 1) - -
Other regulatory matters (63) (23) (21) - (20) (15) -
Power contract settlement - - (65) - - (65)
SONGS? incentive pricing (ended
12/31/03) -- -- (53) -- -- (53)

$ 167 $ 191 § 154 $ 189 $ 240 $ 202

! Demand side management (DSM)
2 San Onofre Nuclear Generating Station (SONGS)

The company is subject to federal, state and local governmental agencies. The primary regulatory
agency is the California Public Utilities Commission (CPUC), which regulates utility rates and
operations. The Federal Energy Regulatory Commission (FERC) regulates interstate
transportation of natural gas and electricity and various related matters. The Nuclear Regulatory
Commission regulates nuclear generating plants. Municipalities and other local authorities
regulate the location of utility assets, including natural gas pipelines and electric lines.

Electric Revenue and Cost of Electric Fuel and Purchased Power. Electric revenues increased
by $125 million (7%) to $1.8 billion in 2005, and the cost of electric fuel and purchased power
increased by $48 million (8%) to $624 million in 2005. The increase in revenue was due to $41
million of higher revenues for recoverable expenses, which are fully offset in other operating
expenses, a DSM award settlement in 2005 of $28 million and $23 million related to the 2005
Internal Revenue Service (IRS) decision relating to the sale of SDG&E's former South Bay power
plant. In addition, revenues and costs increased $48 million due to higher purchased power costs.

Electric revenues decreased by $123 million (7%) to $1.7 billion in 2004 compared to 2003, and
the cost of electric fuel and purchased power increased by $35 million (6%) to $576 million in
2004 compared to 2003. The decrease in revenues was due to the recognition of $116 million
related to the approved settlement that allocated between SDG&E's customers and shareholders
the profits from certain intermediate-term purchase power contracts in the third quarter of 2003,
and higher 2003 earnings of $25 million from Performance-Based Regulation (PBR) awards.
Performance awards are discussed in Note 10 of the notes to Consolidated Financial Statements.
In addition, electric revenues and costs increased $35 million due to higher electric commodity
costs and volumes.
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Natural Gas Revenue and Cost of Natural Gas. Natural gas revenues increased by $113 million
(19%) to $709 million in 2005, and the cost of natural gas increased by $109 million (31%) to
$456 million in 2005. The increases in 2005 were due to higher natural gas prices, which are
passed on to customers, offset by a small decrease in volume. In addition, natural gas revenues
increased due to $7 million in DSM awards in 2005. The company's weighted average cost per
million British thermal units (mmbtu) of natural gas was $8.67 in 2005, $6.11 in 2004 and $5.14
in 2003.

Although the current regulatory framework provides that the cost of natural gas purchased for
customers and the variations in that cost are passed through to the customers on a substantially
concurrent basis, SDG&E's natural gas procurement PBR mechanism provides an incentive
mechanism by measuring SDG&E's procurement of natural gas against a benchmark price
comprised of monthly natural gas indices, resulting in shareholder rewards for costs achieved
below the benchmark and shareholder penalties when costs exceed the benchmark. Further
discussion is provided in Notes 1 and 10 of the notes to Consolidated Financial Statements.

Natural gas revenues increased by $89 million (18%) to $596 million in 2004 compared to 2003,
and the cost of natural gas increased by $73 million (27%) to $347 million in 2004 compared to
2003. The increase in 2004 was primarily attributable to natural gas price increases.

The tables below summarize the electric and natural gas volumes and revenues by customer class
for the years ended December 31, 2005, 2004 and 2003.

Electric Distribution and Transmission
(Volumes in millions of kWhs, dollars in millions)

2005 2004 2003
Volumes Revenue Volumes Revenue Volumes Revenue
Residential 7,075 $ 738 7,038 $ 692 6,702 $ 731
Commercial 6,674 654 6,592 644 6,263 674
Industrial 2,159 142 2,084 134 1,987 162
Direct access 3,213 114 3,441 105 3,322 87
Street and highway lighting 93 11 97 11 91 11
Off-system sales -- -- -- -- 8 --
19,214 1,659 19,252 1,586 18,373 1,665
Balancing accounts and other 144 92 136
Total $ 1,803 $ 1,678 $ 1,801

Although commodity costs associated with long-term contracts allocated to SDG&E from the
Department of Water Resources (DWR) (and the revenues to recover those costs) are not
included in the Statements of Consolidated Income, as discussed in Note 1 of the notes to
Consolidated Financial Statements, the associated volumes and distribution revenues are
included in the above table.
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Natural Gas Sales, Transportation and Exchange
(Volumes in billion cubic feet, dollars in millions)

Transportation
Natural Gas Sales and Exchange Total

Volumes Revenue Volumes Revenue  Volumes Revenue

2005:
Residential 31 $ 381 - 3 - 31 $§ 381
Commercial and industrial 17 174 4 5 21 179
Electric generation plants 1 3 59 39 60 42
49 $ 558 63 $ 44 112 602
Balancing accounts and other 107
Total $ 709

2004:
Residential 33 $ 332 - 3 -~ 33 % 332
Commercial and industrial 18 142 4 4 22 146
Electric generation plants -- 2 74 36 74 38
51 $ 476 78 8 40 129 516
Balancing accounts and other 80
Total $ 596

2003:
Residential 32 $ 291 - $ - 32 § 291
Commercial and industrial 17 127 4 5 21 132
Electric generation plants -- 3 62 30 62 33
49 $ 421 66 $ 35 115 456
Balancing accounts and other 51
Total $ 507

Litigation Expenses. Litigation expenses were $52 million, $19 million and $17 million for
2005, 2004 and 2003, respectively. The increase in 2005 was primarily due to an increase in
litigation reserves related to matters arising from the 2000 - 2001 California energy crisis. Note
11 of the notes to Consolidated Financial Statements provides additional information concerning
this matter.

Other Operating Expenses. Other operating expenses were $603 million, $574 million and $611
million in 2005, 2004 and 2003, respectively. The increase in 2005 was due to $37 million of
higher recoverable expenses, $34 million of favorable resolution of regulatory matters in 2004
and increases in various other operational costs, offset by the $42 million net effect related to the
2005 recovery of line losses and grid management charges arising from the favorable settlement
with the Independent System Operator (ISO, an independent operator of California's wholesale
transmission grid). The decrease in 2004 from 2003 was due primarily to the favorable resolution
of regulatory matters.

Other Income, Net. Other income, net, as discussed further in Note 1 of the notes to
Consolidated Financial Statements, consists primarily of interest income from short-term
investments, income taxes on non-operating income, interest income/expense from regulatory
balancing accounts and allowance for equity funds used during construction. Excluding the
impact of income taxes on non-operating income, other income was $37 million, $36 million and
$46 million in 2005, 2004 and 2003, respectively. The decrease in 2004 from 2003 was due to
higher interest income in 2003 resulting from the favorable $37 million before-tax resolution of
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income-tax issues with the IRS, offset by a lesser amount of interest earned on income tax
receivables during 2004.

Income Taxes. Income tax expense was $89 million for 2005 and $148 million for each of 2004
and 2003. The corresponding effective income tax rates were 25 percent, 41 percent and 30
percent. The decrease in 2005 expense was due to the lower effective tax rate. The decrease in the
effective rate was due primarily to a $60 million favorable resolution of prior years' income tax
issues in 2005, compared to $12 million in 2004. The higher effective income tax rate in 2004
compared to 2003 was due primarily to the comparatively low rate in 2003 resulting from the $57
million favorable resolution of income-tax issues. In addition, income before taxes in 2003
included $37 million in interest income arising from the income tax settlement, resulting in an
offsetting $15 million income tax expense.

Net Income. SDG&E recorded net income of $267 million, $213 million and $340 million in
2005, 2004 and 2003, respectively. The increase in 2005 was due primarily to the regulatory
resolution of the recovery of line losses and grid management charges arising from the favorable
after-tax settlement of $23 million with the ISO (as discussed further in Note 10 of the notes to
Consolidated Financial Statements), the recognition of DSM awards of $22 million after-tax,
favorable resolution of income tax issues of $60 million, and the $23 million recovery of costs
associated with the 2005 IRS decision relating to the sale of the South Bay power plant, offset by
a $17 million increase in after-tax California energy crisis litigation expenses, the favorable after-
tax impact of $21 million from the resolution of the 2004 Cost of Service proceeding, and $19
million from lower after-tax electric transmission and distribution margin and higher operational
costs in 2005. In addition to the 2004 matters noted above, the decrease in 2004 from 2003 was
primarily due to the favorable resolution of income tax issues in 2003, which positively affected
2003 earnings by $79 million, income of $65 million after-tax in 2003 related to the approved
settlement of intermediate-term power purchase contracts that SDG&E had entered into during
the early stages of California's electric utility industry restructuring; the 2003 Incremental Cost
Incentive Pricing income (as discussed further in Note 9 of the notes to Consolidated Financial
Statements) for SONGS ($53 million after-tax) and higher performance awards in 2003, offset by
higher electric transmission and distribution margin in 2004. -

CAPITAL RESOURCES AND LIQUIDITY

The company's utility operations generally are the major source of liquidity. In addition, working
capital requirements can be met through the issuance of short-term and long-term debt. Cash
requirements primarily consist of capital expenditures for utility plant.

At December 31, 2005, there was $236 million in unrestricted cash and $500 million in available
unused, committed lines of credit. Management believes that these amounts and cash flows from
operations and security issuances will be adequate to finance capital expenditures and meet
liquidity requirements and other commitments. Forecasted capital expenditures for the next five
years are discussed in "Future Capital Expenditures for Utility Plant." Management continues to
regularly monitor the company's ability to finance the needs of its operating, investing and
financing activities in a manner consistent with its intention to maintain strong, investment-
quality.credit ratings.

CASH FLOWS FROM OPERATING ACTIVITIES

Net cash provided by operating activities totaled $338 million, $435 million and $567 million for
2005, 2004 and 2003, respectively.
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The 2005 change in net cash provided by operating activities was primarily due to a $246 million
change in income taxes mainly due to an increase in income tax payments in 2005, offset by a $66
million decrease in other assets, a $62 million increase in other liabilities, a $57 million reduction
of interest receivable and a $54 million increase in net income in 2005.

The decrease in cash flows from operations in 2004 compared to 2003 was primarily attributable
to a lower net income in 2004.

The company made pension plan and other postretirement benefit plan contributions of $21
“million and $7 million, respectively, during 2005, and $20 million and $8 million, respectively,
during 2004.

CASH FLOWS FROM INVESTING ACTIVITIES

Net cash used in investing activities totaled $458 million, $289 million and $305 million for
2005, 2004 and 2003, respectively. The increase in cash used in investing activities in 2005 was
due to a $50 million increase in capital expenditures in 2005 and a $122 million decrease in loans
to affiliate in 2004. The decrease in cash used in investing activities in 2004 compared to 2003
was primarily due to greater than normal capital expenditures in 2003 as a result of the 2003
Southern California wildfires.

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

Future Capital Expenditures for Utility Plant

Significant capital expenditures in 2006 are expected to include $1.2 billion for additions to the
company's natural gas and electric distribution and generation systems. These expenditures are
expected to be financed by cash flows from operations, asset sales and security issuances.

Over the next five years, the company expects to make capital expenditures of $4 billion
at a rate ranging from $500 million to $1.2 billion per year.

Construction programs are periodically reviewed and revised by the company in response to
changes in regulation, economic conditions, competition, customer growth, inflation, customer
rates, the cost of capital and environmental requirements, as discussed in Note 11 of the notes to
Consolidated Financial Statements.

The company intends to finance its capital expenditures in a manner that will maintain its strong
investment-grade ratings and capital structure.

The amounts and timing of capital expenditures are subject to approvals by the CPUC, the FERC
and other regulatory bodies.

The possible SDG&E involvement with completion of the Otay Mesa power plant is discussed in
Note 9 of the notes to Consolidated Financial Statements.
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CASH FLOWS FROM FINANCING ACTIVITIES

Net cash provided by (used in) financing activities totaled $347 million, $(285) million and
$(273) million for 2005, 2004 and 2003, respectively.

The 2005 increase in cash provided by financing activities was due to the $500 million issuances
of first mortgage bonds in 2005 and a $130 million decrease in common dividends paid in 2005.
The company issued $251 million of first mortgage bonds in 2004 and applied the proceeds to
refund an identical amount of first mortgage bonds and related tax-exempt industrial development
bonds of a shorter maturity in the same year.

Long-Term and Short-Term Debt

In May 2005, the company publicly offered and sold $250 million of 5.35% first mortgage bonds,
maturing in 2035. In November 2005, the company publicly offered and sold $250 million of
5.30% first mortgage bonds, maturing in 2015.

Payments on long-term debt in 2005 were $66 million related to its rate-reduction bonds.

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

Payments on long-term debt in 2004 included $251 million of SDG&E's first mortgage bonds and
$66 million of rate-reduction bonds.

Payments on long-term debt in 2003 were for $66 million of rate-reduction bonds.

Note 2 of the notes to Consolidated Financial Statements provide information concerning lines of
credit and further discussion of debt activity.

Dividends

Common dividends paid to Sempra Energy were $75 million in 2005, compared to $205 million
in 2004 and $200 million in 2003.

The payment and amount of future dividends are within the discretion of the company's board of
directors. The CPUC's regulation of SDG&E's capital structure limits the amounts that are
available for loans and dividends to Sempra Energy from SDG&E. At December 31, 2005, no
amounts were available from SDG&E.
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Capitalization

Total capitalization, including the current portion of long-term debt and excluding the rate-
reduction bonds (which are non-recourse to the company), at December 31, 2005 was $3 billion.
The debt-to-capitalization ratio was 47 percent at December 31, 2005.

Commitments

The following is a summary of the company's principal contractual commitments at December 31,
2005. Additional information concerning commitments is provided above and in Notes 2, 5, 8
and 11 of the notes to Consolidated Financial Statements.

2007 2009
and and

(Dollars in millions) 2006 2008 2010  Thereafter Total
Long-term debt $ 66 $ 66 $ - $ 1,389 § 1,521
Interest on debt (1) o 78 - 145 152 .- 1,687 2,062«
Operating leases 19 29 7 19 84
Litigation reserve 25 " 50 - - 75
Purchased-power contracts 247 536 565 2,627 3,975
Natural gas contracts : 22 28 20 112 182
Preferred stock subject to mandatory
redemption 3 16 - = 19
Construction commitments : 16 24 7 20 7 67
SONGS decommissioning 14 11 - 314 339
Other-asset retirement obligations 4 9. 5t 105 - 123
Pension and postretirement benefit
obligations (2) 41 106 89 257 493
Environmental commitments ' 9 9 '~ - 18
Totals $ 544 $ 1029 $ 85 §$ 6,530 $ 8,958

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

(2) Amounts are after reduction for the Medicare Part D subsidy and only include expected payments to the

plans for the next 10 years.

The table excludes contracts between affiliates, intercompany debt, individual contracts that have annual
cash requirements less than $1 million and employment contracts.

Credit Ratings

Credit ratings of the company remained at investment grade levels in 2005. As of January

31, 2006, company credit ratings were still as follows:

Standard Moody's Investor

& Poor's Services, Inc. Fitch
Secured debt A+ Al AA
Unsecured debt A- A2 AA-
Preferred stock BBB+ Baal A+
Commercial paper A-1 P-1 Fl+

As of January 31, 2006, the company has a stable outlook rating from all three credit

rating agencies.
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FACTORS INFLUENCING FUTURE PERFORMANCE

Performance of the company will depend primarily on the ratemaking and regulatory process,
electric and natural gas industry restructuring, and the changing energy marketplace.
Performance will also depend on the successful completion of construction programs, which are
discussed in various places in this report. These factors are discussed in Notes 9 and 10 of the
notes to Consolidated Financial Statements.

Litigation

Note 11 of the notes to Consolidated Financial Statements describes litigation (primarily cases
arising from the California energy crisis), the ultimate resolution of which could have a material
adverse effect on future performance.

Industry Developments

Notes 9 and 10 of the notes to Consolidated Financial Statements describe electric and natural gas
restructuring and rates, and other pending proceedings and investigations.

Market Risk

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

The company has adopted policies governing its market risk management and trading activities of
all affiliates. Assisted by the company's Risk Management Department (RMD), the company's
Risk Management Committee (RMC) consisting of senior officers, establishes policy for and
oversees company-wide energy risk management activities and monitors the results of trading and
other activities to ensure compliance with the company's stated energy risk management policies
and applicable regulatory requirements. The RMD receives daily information detailing positions
regarding market positions that create credit, liquidity and market risk and monitors energy price
risk management and measures and reports the market and credit risk associated with these
positions to the RMC.

Along with other tools, the company uses Value at Risk (VaR) to measure its exposure to market
risk. VaR is an estimate of the potential loss on a position or portfolio of positions over a
specified holding period, based on normal market conditions and within a given statistical
confidence interval. The company has adopted the variance/covariance methodology in its
calculation of VaR, and uses both the 95-percent and 99-percent confidence intervals. VaR is
calculated independently by the RMD for the company. Historical and implied volatilities and
correlations between instruments and positions are used in the calculation. The company uses
energy and natural gas derivatives to manage natural gas and energy price risk associated with
servicing load requirements. The use of energy and natural gas derivatives is in compliance with
risk management and trading activity plans that have been filed and approved by the CPUC. Any
costs or gains/losses associated with the use of energy and natural gas derivatives, which use is in
compliance with CPUC approved plans, are considered to be commodity costs that are passed on
to customers in a substantially concurrent basis.

Revenue recognition is discussed in Note 1 and the additional market risk information regarding
derivative instruments is discussed in Note 7 of the notes to Consolidated Financial Statements.
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The following discussion of the company's primary market risk exposures as of December 31,
2005 includes a discussion of how these exposures are managed.

Commodity Price Risk

Market risk related to physical commodities is created by volatility in the prices and basis of
natural gas and electricity. The company's market risk is impacted by changes in volatility and
liquidity in the markets in which these commodities or related financial instruments are traded.
The company is exposed, in varying degrees, to price risk, primarily in the natural gas and
electricity markets. The company's policy is to manage this risk within a framework that
" considers the unique markets, and operating and regulatory environments.

The company's market risk exposure is limited due to CPUC-authorized rate recovery of the
costs of electric procurement and natural gas purchases and sales. However, the company may, at
times, be exposed to market risk as a result of SDG&E's natural gas PBR and electric
procurement activities, which is discussed in Note 10 of the notes to Consolidated Financial
Statements. If commodity prices were to rise too rapidly, it is likely that volumes would decline.
This would increase the per-unit fixed costs, which could lead to further volume declines. The
company manages its risk within the parameters of its market risk management framework. As of
December 31, 2005, the company's VaR was not material and the procurement activities are in
compliance with the procurement plans filed with and approved by the CPUC.

Interest Rate Risk

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

At December 31, 2005, the company had $1.5 billion of fixed-rate debt and no variable-rate debt.
Interest on fixed-rate utility debt is fully recovered in rates on a historical cost basis and interest
on variable-rate debt is provided for in rates on a forecasted basis. At December 31, 2005, the
company's fixed-rate debt had a one-year VaR of $171 million.

At December 31, 2005, the notional amount of interest-rate swap transactions totaled $251
million. Note 2 of the notes to Consolidated Financial Statements provides further information
regarding interest-rate swap transactions.

In addition, the company is subject to the effect of interest-rate fluctuations on the assets of its
pension plans, other postretirement plans and the nuclear decommissioning trust. However the
effects of these fluctuations are expected to be passed on to customers.

Credit Risk

Credit risk is the risk of loss that would be incurred as a result of nonperformance by
counterparties of their contractual obligations. As with market risk, the company has adopted
policies governing the management of credit risk. Credit risk management is performed by the
company's credit department and overseen by the company's RMC. Using rigorous models, the
RMD and the company calculate current and potential credit risk to counterparties on a daily
basis and monitor actual balances in comparison to approved limits. The company avoids
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concentration of counterparties whenever possible, and management believes its credit policies
associated with counterparties significantly reduce overall credit risk. These policies include an
evaluation of prospective counterparties' financial condition (including credit ratings), collateral
requirements under certain circumstances, the use of standardized agreements that allow for the
netting of positive and negative exposures associated with a single counterparty, and other
security such as lock-box liens and downgrade triggers. The company believes that adequate
reserves have been provided for counterparty nonperformance.

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

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

CRITICAL ACCOUNTING POLICIES AND ESTIMATES AND KEY NON-CASH
PERFORMANCE INDICATORS

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

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

Statement of Financial Accounting Standards (SFAS) 5, "Accounting for Contingencies,"”
establishes the amounts and timing of when the company provides for contingent losses.
Details of the company's issues in this area are discussed in Note 11 of the notes to
Consolidated Financial Statements.

SFAS 71, "Accounting for the Effects of Certain Types of Regulation,” has a significant
effect on the way the California Utilities record assets and liabilities, and the related

revenues and expenses that would not be recorded absent the principles contained in
SFAS 71.

SFAS 109, "Accounting for Income Taxes,” governs the way the company provides for
income taxes. Details of the company's issues in this area are discussed in Note 4 of the
notes to Consolidated Financial Statements.

SFAS 133, "Accounting for Derivative Instruments and Hedging Activities,” SFAS 138,
"Accounting for Certain Derivative Instruments and Certain Hedging Activities,” SFAS
149, "Amendment of Statement 133 on Derivative Instruments and Hedging Activities,”
and Emerging Issues Task Force (EITF) Issue 02-3, "Issues Involved in Accounting for
Derivative Contracts held for Trading Purposes and Contracts Involved in Energy
Trading and Risk Management Activities,” have a significant effect on the balance sheets
of the company but have no significant effect on its income statements because of the
principles contained in SFAS 71.
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In connection with the application of these and other accounting policies, the company makes
estimates and judgments about various matters. The most significant of these involve:

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

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

Differences between estimates and actual amounts have had significant impacts in the past and
are likely to have significant impacts in the future.

As discussed elsewhere herein, the company uses exchange quotations or other third-party
pricing to estimate fair values whenever possible. When no such data is available, it uses
internally developed models and other techniques. The assumed collectibility of receivables
considers the aging of the receivables, the credit-worthiness of customers and the enforceability
of contracts, where applicable. The assumed collectibility of regulatory assets considers legal and
regulatory decisions involving the specific items or similar items. The assumed collectibility of
other assets considers the nature of the item, the enforceability of contracts where applicable, the
credit-worthiness of the other parties and other factors. The anticipated resolution of income tax
issues considers past resolutions of the same or similar issue, the status of any income tax
examination in progress and positions taken by taxing authorities with other taxpayers with
similar issues. Actuarial assumptions are based on the advice of the company's independent
actuaries. The likelihood of deferred tax recovery is based on analyses of the deferred tax assets
and the company's expectation of future financial and/or taxable income, based on its strategic
planning.

Choices among alternative accounting policies that are material to the company's financial
statements and information concerning significant estimates have been discussed with the audit
committee of the board of directors.

Key non-cash performance indicators for the company include numbers of customers and
quantities of natural gas and electricity sold. The information is provided in "Overview" and
"Results of Operations."

NEW ACCOUNTING STANDARDS

Relevant pronouncements that have recently become effective and have had a significant effect on
the company's financial statements are SFAS 143 and Financial Accounting Standards Board
(FASB) Interpretation No. (FIN) 47. They are described below.

SFAS 143, "Accounting for Asset Retirement Obligations" and FIN 47, "Accounting for
Conditional Asset Retirement Obligations, an interpretation of FASB Statement No. 143": SFAS
143 requires entities to record the fair value of liabilities for legal obligations related to asset
retirements in the period in which they are incurred. It also requires the company to reclassify
amounts recovered in rates for future removal costs not covered by a legal obligation from
accumulated depreciation to a regulatory liability. Issued in March 2005, FIN 47 clarifies that the
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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 asset-retirement

obligation if the fair value of the obligation can be reasonably estimated. FIN 47 is effective for
the company's 2005 annual report.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET
RISK

The information required by Item 7A is set forth under "Item 7. Management's Discussion and
Analysis of Financial Condition and Results of Operations -- Market Risk."
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ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

MANAGEMENT'S REPORT ON INTERNAL CONTROL OVER FINANCIAL
REPORTING '

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

We have audited the accompanying consolidated balance sheets of San Diego Gas & Electric
Company and subsidiary (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 period ended December 31, 2005. These financial statements are the responsibility of the
Company's management. Our responsibility is to express an opinion on these financial statements
based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the 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 statements present fairly, in all material respects, the
financial position of the Company as of December 31, 2005 and 2004, and the results of its
operations and its cash flows for each of the three years in the period ended December 31, 2005, in
conformity with accounting principles generally accepted in the United States of America.

As described in Note 1 to the financial statements, the Company adopted Financial Accounting
Standards Board Interpretation No. 47, Accounting for Conditional Asset Retirement Obligations,
an interpretation of FASB Statement No. 143, effective December 31, 2005.

We have also audited, in accordance with the standards of the Public Company Accounting
Oversight Board (United States), the effectiveness of the Company's internal control over financial
reporting as of December 31, 2005, based on the criteria established in Internal Control--Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission
and our report dated February 21, 2006 expressed an unqualified opinion on management's
assessment of the effectiveness of the Company's internal control over financial reporting and an
unqualified opinion on the effectiveness of the Company's internal control over financial reporting.

Wv'f’w& LLP

San Diego, California
February 21, 2006
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
To the Board of Directors and Shareholders of San Diego Gas & Electric Company:

We have audited management's assessment, included in the accompanying Management's Report
on Internal Control over Financial Reporting, that San Diego Gas & Electric and subsidiaries (the
"Company") maintained effective internal control over financial reporting as of December 31, 2005,
based on criteria established in Internal Control--Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission. The Company's management is
responsible for maintaining effective internal control over financial reporting and for its assessment
of the effectiveness of internal control over financial reporting. Our responsibility is to express an
opinion on management's assessment and an opinion on the effectiveness of the Company's internal
control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accouriting
Oversight Board (United States). Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether effective internal control over financial reporting was
maintained in all material respects. Our audit included obtaining an understanding of internal
control over financial reporting, evaluating management's assessment, testing and evaluating the
design and operating effectiveness of internal control, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audit provides a reasonable basis
for our opinions.

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

Because of the inherent limitations of internal control over financial reporting, including the
possibility of collusion or improper management override of controls, material misstatements due to
error or fraud may not be prevented or detected on a timely basis. Also, projections of any
evaluation of the effectiveness of the internal control over financial reporting to future periods are
subject to the risk that the controls may become inadequate because of changes in conditions, or
that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, management's assessment that the Company maintained effective internal control
over financial reporting as of December 31, 2005, is fairly stated, in all material respects, based on
the criteria established in Internal Control--Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission. Also in our opinion, the Company
maintained, in all material respects, effective internal control over financial reporting as of
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December 31, 2005, based on the criteria established in Internal Control--Integrated Framework
issued by the Committee of Sponsoring Organizations of the Treadway Commission.

We have also audited, in accordance with the standards of the Public Company Accounting
Oversight Board (United States), the consolidated financial statements as of and for the year ended
December 31, 2005 of the Company and our report dated February 21, 2006 expressed an
unqualified opinion on those financial statements and included an explanatory paragraph regarding
the Company's adoption of a new accounting standard.

é,zn'm,q;mm LL?

San Diego, California
February 21, 2006
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SAN DIEGO GAS & ELECTRIC COMPANY AND SUBSIDIARY

STATEMENTS OF CONSOLIDATED INCOME
(Dollars in millions)

Operating revenues
Electric
Natural gas

Total operating revenues

Operating expenses
Cost of electric fuel and purchased power
Cost of natural gas
Other operating expenses
Depreciation and amortization
Income taxes
Franchise fees and other taxes
Litigation expense
Gain on sale of assets
Impairment losses (adjustments)

Total operating expenses
Operating income
Other income, net (Note 1)

Interest charges
Long-term debt
Other

Allowance for borrowed funds used during construction
Total

Net income
Preferred dividend requirements

Earnings applicable to common shares

See notes to Consolidated Financial Statements.
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Years ended December 31,

2005 2004 2003
$ 1,803 $ 1678 $ 1801
709 596 507
2,512 2,274 2,308
624 576 541
456 347 274
603 574 611
264 259 242
110 137 127
119 113 114
52 19 17
4y 6] C))
2 (6) 3
2,229 2,018 1,920
283 256 388
58 25 25
65 61 67
12 10 11
3 ©)] (&)
74 68 73
267 213 340
5 5 6
$ 262 $§ 208 $_ 334




SAN DIEGO GAS & ELECTRIC COMPANY AND SUBSIDIARY
CONSOLIDATED BALANCE SHEETS
(Dollars in millions)

ASSETS

Utility plant, at original cost

Accumulated depreciation and amortization
Utility plant, net

Nuclear decommissioning trusts

Current assets:
Cash and cash equivalents
Accounts receivable - trade
Accounts receivable - other
Interest receivable
Due from unconsolidated affiliates
Deferred income taxes
Regulatory assets arising from fixed-price contracts

and other derivatives

Other regulatory assets
Inventories
Other

Total current assets

Other assets:
Deferred taxes recoverable in rates
Regulatory assets arising from fixed-price contracts
and other derivatives
Other regulatory assets
Sundry
Total other assets
Total assets

See notes to Consolidated Financial Statements.
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December 31,

December 31,

2005 2004
$ 6,927 $ 6,345
(1,956) (1,821)
4,971 4,524
638 612
236 9
188 185
83 30
17. 55
32 30
7 -
76 55
91 77
78 88
39 31
847 560
294 278
398 448
276 341
68 71
1,036 1,138

$ 7,492

$ 6,834



SAN DIEGO GAS & ELECTRIC COMPANY AND SUBSIDIARY
CONSOLIDATED BALANCE SHEETS
(Dollars in millions)

CAPITALIZATION AND LIABILITIES
Capitalization:
Common stock (255 million shares authorized;
117 million shares outstanding)
Retained earnings
Accumulated other comprehensive income (loss)
Total common equity
Preferred stock not subject to mandatory redemption
Total shareholders' equity
Long-term debt
Total capitalization
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