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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, national and international economic, competitive,
political, legislative and regulatory conditions and developments; actions by the California Public Utilities
Commission, the California State Legislature, the California Department of Water Resources, the Federal Energy
Regulatory Commission and other environmental and regulatory bodies in the United States and other countries;
capital markets conditions, inflation rates, interest rates and exchange rates; energy and trading markets, including the
timing and extent of changes in commodity prices; the availability of natural gas and liquefied 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.
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PART I

ITEM 1. BUSINESS AND RISK FACTORS
Description of Business

A description of Sempra Energy and its subsidiaries (the company) is given in "Management's Discussion and
Analysis of Financial Condition and Results of Operations" of the 2006 Annual Report to Shareholders, which is
incorporated by reference. The company has five separately managed reportable segments comprising Southern
California Gas Company (SoCalGas), San Diego Gas & Electric Company (SDG&E), Sempra Commodities, Sempra
Generation and Sempra Pipelines & Storage. SoCalGas and SDG&E are collectively referred to as "the Sempra
Utilities."

Company Website

The company's website address is http://www.sempra.com. The company makes available free of charge through 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. The charters of the audit, compensation and corporate
governance committees of the company's board of directors (the board), the board's corporate governance guidelines,
and the company's code of business conduct and ethics for directors and officers are posted on the company's website.
Printed copies may be obtained by writing to the company's Corporate Secretary at Sempra Energy, 101 Ash Street,
San Diego, CA 92101-3017.



Edgar Filing: SEMPRA ENERGY - Form 10-K

Risk Factors

The following risk factors and all other information contained in this report should be considered carefully when
evaluating the company. These risk factors could affect the actual results of the company and cause such results to
differ materially from those expressed in any forward-looking statements made by or on behalf of the company. 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, the company's business, cash flows, results of operations and financial condition could
be seriously harmed. In addition, the trading price of its securities could decline due to the occurrence of any of these
risks. These risk factors should be read in conjunction with the other detailed information concerning the company set
forth in the notes to Consolidated Financial Statements and in "Management's Discussion and Analysis of Financial
Condition and Results of Operations" included in the 2006 Annual Report to Shareholders, which is incorporated by
reference in this report.

Risks Related to the Sempra Utilities

The Sempra Utilities are subject to extensive regulation by state, federal and local legislation and regulatory
authorities, which may adversely affect the operations, performance and growth of their businesses.

The California Public Utilities Commission (CPUC), which consists of five commissioners appointed by the Governor
of California for staggered six-year terms, regulates the Sempra Utilities' 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, the uniform systems of accounts and long-term resource procurement.
The CPUC conducts various reviews of utility performance (which may include reasonableness and prudency reviews
of capital expenditures, natural gas and electricity procurement, and other costs, and reviews and audits of the
company's records) 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 the Sempra Utilities' 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."

For major capital programs, the Sempra Utilities may expend funds prior to receiving regulatory approval to proceed
with the capital project. If the project does not receive regulatory approval or a decision is made not to proceed with
the project, the company may not be able to recover the amount expended for that project.

Periodically, the Sempra Utilities' rates are approved by the CPUC based on forecasts of capital and operating costs. If
the Sempra Utilities' actual capital and operating costs were to exceed the amount approved by the CPUC, it would
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adversely affect earnings and cash flows.

To promote efficient operations and improved productivity and to move away from reasonableness reviews and
disallowances, the CPUC applies Performance-Based Regulation (PBR) to the Sempra Utilities. Under PBR,
regulators require future income potential to be tied to achieving or exceeding specific performance and operating
income goals, rather than relying
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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 the Sempra
Utilities have received PBR rewards in the past, there can be no assurance that they will receive rewards in the future,
or that they would be of comparable amounts. Additionally, if the Sempra Utilities fail to achieve certain minimum
performance levels established under the PBR mechanisms, they 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, the rates of return on transmission investments and other similar matters involving
SDG&E.

The Sempra Utilities 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 Sempra Utilities operate, could affect their ability to recover various costs through rates or adjustment
mechanisms, or could require the Sempra Ultilities to incur additional expenses.

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

SDG&E owns a 20 percent 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:

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.

11
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The Sempra Utilities' future results of operations, financial condition and cash flows 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 Sempra Utilities. During
2006, Sempra Energy and the Sempra 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. However, the
companies remain defendants in several additional lawsuits arising out of the energy crisis, including various antitrust
actions. Sempra Energy and the Sempra Utilities have expended and continue to expend substantial amounts
defending these lawsuits and in connection with related investigations and regulatory proceedings. They have
established reserves that they believe to be appropriate for the ultimate resolution of these remaining matters.
However, uncertainties inherent in complex legal proceedings make it difficult to estimate with any degree of
certainty the costs and effects of

12
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resolving legal matters. Accordingly, costs ultimately incurred may differ materially from estimated costs and could
materially adversely affect Sempra Energy's and the Sempra Ultilities' business, cash flows, results of operations and
financial condition.

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."

Risks Related to Sempra Energy's Electric Generation, Commodities Trading, Liquefied Natural Gas (LNG),
Pipelines & Storage and Other Businesses

Sempra Energy's businesses are exposed to market risk, and its financial condition, results of operations, cash
flows and liquidity may be adversely affected by fluctuations in commodity market prices that are beyond its
control.

Sempra Commodities is a full-service trading company that markets and trades physical and financial commodity
products. Its trading portfolios consist of physical and financial commodity contracts, including contracts for natural
gas, power, petroleum and petroleum products, base metals and other commodities that are settled by the delivery of
the commodity or cash. Although Sempra Commodities generally seeks to structure its trading contracts so that a
substantial majority of its trading revenues are realizable within 24 months and strives to maintain appropriate
hedging mechanisms for its trading book, Sempra Commodities may have substantial unhedged trading positions in
the market, resulting from the management of its trading portfolios or from its inability to hedge, in whole or in part,
particular risks.

Sempra Generation generates electricity that it sells under long-term contracts and into the spot market or other
competitive markets. It purchases natural gas to fuel its power plants and may also purchase electricity in the open
market to satisfy its contractual obligations. As part of Sempra Generation's risk management strategy, it may hedge a
substantial portion of its electricity sales and natural gas purchases to manage its portfolio.

Sempra Energy's revenues and results of operations could be adversely affected if the prevailing market prices for
electricity, natural gas, LNG or other commodities, whether procured for power plants or LNG regasification
terminals to satisfy contractual obligations with trading counterparties or customers, in regional markets and other
competitive markets in which the company competes, change in a direction or manner that it has not anticipated and
for which it has not provided through purchase or sale commitments or other hedging transactions.

Unanticipated changes in market prices for energy-related and other commodities result from multiple factors,
including: weather conditions; seasonality; changes in supply and demand; transmission or transportation constraints
or inefficiencies; availability of competitively priced alternative energy sources; commodity production levels; actions
by the Organization of the Petroleum Exporting Countries with respect to the supply of crude oil; federal, state and
foreign energy and environmental regulation and legislation; natural disasters, wars, embargoes and other catastrophic
events; and expropriation of assets by foreign countries.

13
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In 2001, the FERC, which has jurisdiction over wholesale power and transmission rates, independent system operators
and other entities that control transmission facilities or that administer wholesale power sales in some of the markets
in which the company operates, imposed price limitations which resulted in unexpected moves in electricity prices.
The FERC may impose additional price limitations, bidding rules and other mechanisms or terminate existing price
limitations from time to time in the future. Any such action by the FERC may result

14
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in prices for electricity changing in an unanticipated direction or manner, and may have an adverse effect on Sempra
Energy's sales and results of operations.

Sempra Energy and its subsidiaries cannot and do not attempt to fully hedge their assets or positions against
changes in commodity prices, and their hedging procedures may not work as planned.

To reduce financial exposure related to commodity price fluctuations, Sempra Energy's subsidiaries routinely enter
into contracts to hedge a substantial portion of their purchase and sale commitments and inventories of electricity,
natural gas, crude oil and refined petroleum products, base metals and other commodities. As part of this strategy,
they routinely utilize fixed-price, forward, physical purchase and sales contracts, futures, financial swaps and option
contracts traded in the over-the-counter markets or on exchanges. However, the company does not cover the entire
exposure of its assets or its positions to market price volatility and the coverage will vary over time. To the extent
Sempra Energy's subsidiaries have unhedged positions, or if their hedging strategies do not work as planned,
fluctuating commodity prices could have a material adverse effect on Sempra Energy's business, results of operations,
cash flows and financial condition.

Risk management procedures may not prevent losses.

Although Sempra Energy and its subsidiaries have in place risk management systems and control systems that use
advanced methodologies to quantify and manage risk, these systems may not always prevent material losses. Risk
management procedures may not always be followed or may not always work as planned. In addition, daily
value-at-risk and loss limits are based on historic price movements. If prices significantly or persistently deviate from
historic prices, the limits may not protect the company from significant losses. As a result of these and other factors,
there can be no assurance that Sempra Energy's risk management procedures will prevent losses that would negatively
affect its business, results of operations, cash flows and financial condition.

A downgrade in Sempra Energy's credit ratings could negatively affect its commodities trading and other
non-utility businesses.

If Sempra Energy's credit ratings were to be downgraded, the business prospects of its commodities trading and other
non-utility businesses, which generally rely on the credit-worthiness of Sempra Energy, would be adversely affected.
Sempra Commodities would be required to comply with various margin or other credit enhancement obligations under
its trading and marketing contracts, substantially all of which are guaranteed by Sempra Energy, and it may be unable
to continue to trade or able to do so only on less-favorable terms. To meet liquidity requirements, Sempra Energy and
its subsidiaries maintain substantial unused committed lines of credit for which borrowings are available without
regard to credit ratings. However, a ratings downgrade could require Sempra Energy to divert to Sempra Commodities
all or a portion of the liquidity that these lines would otherwise provide for the expansion of Sempra Energy's other
non-utility businesses. In addition, if these lines were to become unavailable or to be inadequate to meet margin or
other credit enhancement requirements, Sempra Commodities' trading partners could exercise other remedies such as
liquidating and netting their exposures to Sempra Commodities, making it more difficult or impossible for Sempra
Commodities to manage effectively its remaining trading positions or to continue its trading business, and Sempra
Energy and its subsidiaries may not have sufficient liquidity to meet their obligations.

15
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Sempra Energy's businesses depend on counterparties, business partners, customers and suppliers performing in
accordance with their agreements, and any failure by them to perform could require the company to incur
substantial expenses and expose it to commodity price risk and volatility, which could adversely affect Sempra
Energy's liquidity, cash flows and results of operations.

Sempra Energy's subsidiaries are exposed to the risk that counterparties, business partners, customers and suppliers
that owe money or commodities as a result of market transactions or other long-term agreements will not perform
their obligations under such agreements. Should they fail to perform, the company may be required to acquire
alternative hedging arrangements or to honor the underlying commitment at then-current market prices. In such event,
Sempra Energy's subsidiaries may incur additional losses to the extent of amounts already paid to such counterparties
or suppliers. In addition, the subsidiaries often extend credit to counterparties and customers. While the company
performs significant credit analyses prior to extending credit, Sempra Energy and its subsidiaries are exposed to the
risk that they may not be able to collect amounts owed to them.

Sempra LNG's obligations and those of its suppliers for LNG supplies are contractually subject to suspension or
termination for "force majeure" events beyond the control of the parties and to substantial limitations of remedies for
other failures to perform, including limitations on damages to amounts that could be substantially less than those
necessary to provide full recovery for breach of the agreements.

If California's Department of Water Resources (DWR) were to succeed in setting aside, or were to fail to perform
its obligations under its long-term power contract with Sempra Generation, Sempra Energy's business, results of
operations and cash flows will be materially adversely affected.

In 2001, Sempra Generation entered into a 10-year power sales agreement with the DWR, to supply up to 1,900
megawatts to the state. Sempra Energy expects the contract with the DWR will be a source of significant revenue over
the 10-year period. The validity of the power sales agreement with the DWR continues to be the subject of extensive
litigation between the parties before the FERC, in California courts and in arbitration proceedings. If the DWR were
to succeed in setting aside its obligations under the contract, or if the DWR fails or is unable to meet its contractual
obligations on a timely basis, it could have a material adverse effect on Sempra Energy's business, results of
operations, cash flows and financial condition. These proceedings are described in the notes to Consolidated Financial
Statements and in "Management's Discussion and Analysis of Financial Condition and Results of Operations." As
described in Note 15 of the notes to Consolidated Financial Statements, the company unilaterally reduced its price to
the DWR in connection with the agreement to settle other litigation.

In the future, Sempra Energy's subsidiaries may elect not to or may not be able to enter into long-term supply and
sales agreements or long-term firm capacity agreements for their projects, which would subject their sales to
increased volatility and its businesses to increased competition.

The electric generation and wholesale power sales industries have become highly competitive. As more plants are
built and competitive pressures increase, wholesale electricity prices may become more volatile. Without the benefit
of long-term power sales agreements, such as the 10-year power sales agreement between Sempra Generation and the
DWR, Sempra Energy's sales may be
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subject to increased price volatility, and it may be unable to sell the power generated by Sempra Generation's facilities
or operate those facilities profitably.

Sempra LNG intends to utilize its regasification terminals by entering into long-term firm capacity service agreements
whereby customers would pay Sempra LNG fees to use Sempra LNG's facilities to regasify the customer's LNG or by
entering into long-term supply agreements for the purchase of LNG to be regasified at its terminals for sale to other
parties. In the case of long-term supply agreements, these contracts are expected to substantially reduce its exposure to
changes in natural gas prices through corresponding natural gas sales agreements or by tying supply prices to
prevailing natural gas price market indices. However, if the counterparties, customers or suppliers to one or more of
the key agreements for the LNG facilities were to fail or become unable to meet their contractual obligations on a
timely basis, it could have a material adverse effect on Sempra Energy's business, results of operations, cash flows and
financial condition. In addition, Sempra LNG does not intend to commence significant construction of its Port Arthur
terminal or expansion of its Energia Costa Azul or Cameron terminals until it has obtained such long-term
agreements. Reduced availability of LNG due to inadequate supplies, delays in the development of new liquefaction
capacity and increased demand are affecting the timing of development of new LNG facilities and expansion of
existing facilities, and are likely to delay near-term attainment of full-capacity utilization when facilities under
construction become operational. The company's potential LNG suppliers also may be subject to international political
and economic pressures and risks which may also affect the supply of LNG.

Sempra Pipelines & Storage's natural gas pipeline operations will be dependent on supplies of natural gas from their
transportation customers, which may include Sempra LNG facilities, including the proposed Cameron expansion.

Business development activities may not be successful and projects under construction may not commence
operation as scheduled, which could increase Sempra Energy's costs and impair its ability to recover its
investments.

The acquisition, development and construction of LNG receiving terminals, natural gas pipelines and storage
facilities, and other energy infrastructure projects involve numerous risks. Sempra Energy and its subsidiaries may be
required to expend significant sums for preliminary engineering, permitting, fuel supply, resource exploration, legal
and other expenses before it can be established whether a project is feasible, economically attractive or capable of
being built. Sempra Energy's success in developing a particular project is contingent upon, among other things,
negotiation of satisfactory engineering, procurement and construction agreements, negotiation of supply and natural
gas sales agreements or firm capacity service agreements, receipt of required governmental permits and timely
implementation and satisfactory completion of construction. Successful completion of a particular project may be
adversely affected by unforeseen engineering problems, construction delays and contractor performance shortfalls,
work stoppages, adverse weather conditions, environmental and geological conditions, and other factors. If the
company is unable to complete the development of a facility, it typically will not be able to recover its investment in
the project.

The operation of existing and future facilities also involves many risks, including the breakdown or failure of
generation or regasification and storage facilities or other equipment or processes, labor disputes, fuel interruption and
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operating performance below expected levels. In addition, weather-related incidents and other natural disasters can
disrupt generation, regasification, storage and transmission systems. The occurrence of any of these events could lead
to operating facilities below expected capacity levels, which may result in lost revenues or increased expenses,
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including higher maintenance costs and penalties, and could adversely affect Sempra Energy's business, cash flows
and results of operations.

Competition among developers and operators of LNG terminals has increased, which may adversely affect the costs
of construction and future profitability of Sempra LNG's proposed LNG terminals.

Although there are only a limited number of LNG terminal facilities operating in North America today, many
companies have announced plans to develop LNG facilities to serve the North American market. Some of these
competitors have more operating experience, more development experience, larger staffs and greater financial
resources than the company. Industry analysts have predicted that, if all of the proposed LNG facilities in North
America that have been announced by developers are actually built, there will likely be substantial excess capacity at
such terminals in the near future. Although its LNG facilities in Mexico, Louisiana and Texas are more advanced in
the siting, permitting and regulatory approval processes than the proposed projects of many of its competitors, there
can be no assurance that Sempra Energy will be able to maintain that advantage. In addition, increased development
of LNG terminal facilities has increased competition for the resources required for their development, resulting in
rising engineering and procurement costs, which may adversely affect development costs and timing of the expansion
of existing facilities.

Sempra Energy's subsidiaries rely on transportation assets and services that they do not own or control to deliver
electricity and natural gas.

Sempra Energy's subsidiaries depend on electric transmission lines, natural gas pipelines and other transportation
facilities owned and operated by third parties to deliver the electricity and natural gas they sell to wholesale markets,
to supply natural gas to their electric generation facilities, and to provide retail energy services to customers. Sempra
Pipelines & Storage also depends on natural gas pipelines to interconnect with their ultimate source or customers of
the commodities they are transporting. Sempra LNG also will rely on specialized LNG ships to transport LNG to its
LNG facilities and on natural gas pipelines to transport natural gas for customers of the facilities. If transportation is
disrupted, or if capacity is inadequate, the ability of Sempra Energy's subsidiaries to sell and deliver their products and
services may be hindered. As a result, they may be responsible for damages incurred by their customers, such as the
additional cost of acquiring alternative supply at then-current spot market rates.

Sempra Energy's businesses require numerous permits and other governmental approvals from various federal,
state, local and foreign governmental agencies, and any failure to obtain or maintain required permits or approvals
could cause Sempra Energy's sales to decline and/or its costs to increase.

The acquisition, ownership and operation of LNG receiving terminals, natural gas pipelines and storage facilities, and
electric generation facilities require numerous permits, approvals and certificates from federal, state, local and foreign
governmental agencies. All of the existing and planned development projects of Sempra Energy's subsidiaries require
multiple permits. If there is a delay in obtaining any required regulatory approvals or if the company fails to obtain or
maintain any required approvals or to comply with any applicable laws or regulations, it may not be able to operate its
facilities, or it may be forced to incur additional costs.

21



Edgar Filing: SEMPRA ENERGY - Form 10-K

12

22



Edgar Filing: SEMPRA ENERGY - Form 10-K

Sempra Energy's businesses are subject to complex government regulations and may be adversely affected by
changes in these regulations or in their interpretation or implementation.

In recent years, the regulatory environment applicable to the electric power and natural gas industries has undergone
significant changes, on both federal and state levels, which have affected the nature of these industries and the manner
in which their participants conduct their businesses. These changes are ongoing, and Sempra Energy cannot predict
the future course of changes in this regulatory environment or the ultimate effect that this changing regulatory
environment will have on its businesses. Moreover, existing regulations may be revised or reinterpreted, and new laws
and regulations may be adopted or become applicable to the company and its facilities. Future changes in laws and
regulations may have a detrimental effect on Sempra Energy's business, cash flows, financial condition and results of
operations.

Sempra Energy's other operations are subject to affiliate rules relating to transactions with the Sempra Utilities and
with each other. These businesses could be adversely affected by changes in these rules or by additional CPUC or
FERC rules' further restricting their ability to sell electricity or natural gas or to trade with the Sempra Utilities and
with each other. Affiliate transaction rules also could require these businesses to obtain the prior approval of the
CPUC before entering into any such transactions with the Sempra Utilities. Any such restrictions or approval
requirements could adversely affect the LNG receiving terminals, natural gas pipelines, electric generation plants or
trading operations of the company's subsidiaries.

Various proceedings, inquiries and investigations relating to the business activities of Sempra Generation and Sempra
Commodities are currently pending before the FERC. A description of such proceedings, inquiries and investigations
is provided in the notes to Consolidated Financial Statements and "Management's Discussion and Analysis of
Financial Condition and Results of Operations."

Sempra Energy's international businesses are exposed to different local, regulatory and business risks and
challenges, which could have a material adverse effect on Sempra Energy's financial condition, cash flows and
results of operations.

Sempra Energy subsidiaries have interests in electricity generation, natural gas distribution and transmission, and
LNG terminal projects in Mexico, and also have trading, marketing and risk management operations in Canada,
Europe and Asia. Sempra Pipelines & Storage has ownership interests in electricity and natural gas distribution
businesses in Argentina, Chile and Peru. Developing infrastructure projects, owning energy assets and operating
businesses in foreign jurisdictions subject the company to significant political, legal and financial risks which vary by
country, including:

changes in foreign laws and regulations, including tax and environmental laws and regulations, and U.S. laws and
regulations related to foreign operations;
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high rates of inflation;

changes in government policies or personnel;

trade restrictions;

limitations on U.S. company ownership in foreign countries;

13
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permitting and regulatory compliance;

changes in labor supply and labor relations in operations outside the U.S.;

adverse rulings by foreign courts or tribunals, challenges to permits, difficulty in enforcing contractual rights, and
unsettled property rights and titles in Mexico and other foreign jurisdictions; and

general political, economic and business conditions.

Sempra Energy's international businesses also are subject to foreign currency risks. These risks arise from both
volatility in foreign currency exchange rates and devaluations of foreign currencies. In such cases, an appreciation of
the U.S. dollar against a local currency could reduce the amount of cash and income received from those foreign
subsidiaries. While Sempra Pipelines & Storage believes that it has contracts and other measures in place to mitigate
its most significant foreign currency exchange risks, it has some exposure that is not fully mitigated.

Other Risks Related to the Company

Sempra Energy's businesses have significant environmental compliance costs, and future environmental
compliance costs could adversely affect Sempra Energy's profitability.

Sempra Energy's subsidiaries are subject to extensive federal, state, local and foreign statutes, rules and regulations
relating to environmental protection, including, in particular, global warming and greenhouse gas (GHG) emissions.
They are required to obtain numerous governmental permits, licenses and other approvals to construct and operate
their businesses. Additionally, to comply with these legal requirements, they must spend significant sums on
environmental monitoring, pollution control equipment and emissions fees. The company also is generally responsible
for all on-site liabilities associated with the environmental condition of its electric generation facilities and other
energy projects, regardless of when the liabilities arose and whether they are known or unknown. If Sempra Energy's
subsidiaries fail to comply with applicable environmental laws, they may be subject to penalties, fines and/or
curtailments of their operations.

The scope and effect of new environmental laws and regulations, including their effects on current operations and
future expansions, are difficult to predict. Increasing international, national, regional and state-level concerns as well
as new or proposed legislation may have substantial effects on operations, operating costs, and the scope and
economics of proposed expansion. In particular, state-level laws and regulations as well as proposed national and
international legislation relating to greenhouse gases (including carbon dioxide, methane, nitrous oxide,
hydrofluorocarbon, perfluorocarbon, and sulfur hexafluoride) may limit or otherwise adversely affect the operations of
Sempra Energy and its subsidiaries. The implementation of recent California legislation and proposed federal
legislation may adversely affect Sempra Energy's unregulated businesses by imposing additional costs associated with
emission limits and the possible requirement of the purchase of emission credits. Similarly, the Sempra Utilities may
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be affected if costs are not recoverable in rates and because the effects of significantly tougher standards may cause
rates to increase to levels that substantially reduce customer demand and growth.

In addition, existing and future laws and regulation on mercury, nitrogen oxide and sulfur dioxide emissions could
result in requirements for additional pollution control equipment or emission fees

14
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and taxes that could adversely affect Sempra Energy's subsidiaries. Moreover, existing rules and regulations may be
interpreted or revised in ways that may adversely affect the company and its facilities and operations. Additional
information on these matters is provided in Note 13 of the notes to the Consolidated Financial Statements.

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

Like other major industrial facilities, Sempra Energy's generation plants, electric transmission facilities, LNG receipt
terminals and storage facilities, chartered oil and LNG tankers and natural gas pipelines and storage facilities 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 and its subsidiaries. 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.

Sempra Energy's cash flows, ability to pay dividends and ability to meet its debt obligations largely depend on the
performance of its subsidiaries.

The company's ability to pay dividends and meet its debt obligations is dependent on cash flows from its subsidiaries
and, in the short term, its ability to raise capital from external sources. Cash flows from the subsidiaries are dependent,
in the long term, on the ability of the subsidiaries to generate operating cash flows in excess of their own capital
expenditures. In addition, the subsidiaries are separate and distinct legal entities and could be precluded from making
such distributions under certain circumstances, including as a result of legislation or regulation or in times of financial
distress.

GOVERNMENT REGULATION

The most significant government regulation affecting Sempra Energy is the regulation of its utility subsidiaries.

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 and SoCalGas' rates and conditions of service, sales of securities, rate of return, rates of
depreciation, uniform systems of accounts and long-term resource procurement, except as described below under

United States Utility Regulation. The CPUC also has jurisdiction over the proposed construction of major new electric
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transmission, electric distribution and natural gas transmission facilities. The CPUC conducts various reviews of
utility performance, conducts audits of the company s records for compliance with regulatory guidelines, and conducts
investigations into various matters, such as deregulation, competition and the environment, to determine its future
policies. The CPUC also regulates the interactions
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and transactions of the utilities with Sempra Energy, as discussed further in Note 14 of the notes to Consolidated
Financial Statements.

The California Energy Commission (CEC) establishes 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.

Assembly Bill 32, the California Global Warming Solutions Act of 2006, makes the California Air Resources Board
(CARB) responsible for monitoring and reducing GHG emissions. The bill requires CARB to develop and adopt a
comprehensive plan for achieving real, quantifiable and cost-effective GHG emission reductions including, among
other things, a statewide GHG emissions cap, mandatory reporting rules, and regulatory and market mechanisms to
achieve reductions of GHG emissions. CARB is a part of the California Environmental Protection Agency, an
organization which reports directly to the Governor's Office in the Executive Branch of California State Government.
The California Legislature established CARB in 1967 to attain and maintain healthy air quality and to conduct
research into the causes of and solutions to air pollution. CARB is made up of eleven members appointed by the
Governor.

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 (IOUs) by various suppliers of natural gas and electricity. Further discussion is
provided in Notes 13, 14 and 15 of the notes to Consolidated Financial Statements.

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

29



Edgar Filing: SEMPRA ENERGY - Form 10-K

SoCalGas has natural gas franchises with the 240 legal jurisdictions in its service territory. These franchises allow
SoCalGas to locate, operate and maintain facilities for the transmission and distribution of natural gas in streets and
other public places. Some franchises, such as that for the city of Los Angeles, which expires in 2012, have fixed

expiration dates ranging from 2007 to 2048. Most of the franchises have indeterminate lives with no expiration date.

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
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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), Chula Vista
(2015), San Diego (2020) and Coronado (2028) and the natural gas franchises with the county of San Diego (2029)
and the city of Escondido (2035).

Sempra Pipelines & Storage s Mexican utilities build and operate natural gas distribution systems in Mexicali,
Chihuahua and the La Laguna-Durango zone in north-central Mexico, and Sempra Generation operates a natural
gas-fired power plant in Baja California, Mexico. These operations are regulated by labor and environmental agencies
of city and state governments. Sempra Generation, Sempra LNG, and Sempra Pipelines & Storage have operations in
Nevada, Arizona, California, Louisiana, Maine and North Carolina. These entities are regulated by the respective
states and local utilities commissions in which they operate.

Other Regulation

Sempra Commodities' operations are subject to regulation by the New York Mercantile Exchange, the London Metal
Exchange, the Commodity Futures Trading Commission, the FERC and the National Futures Association. It also has
trading locations in Canada, Europe and Asia that are subject to regulation as to operations and financial position by

bodies such as the Financial Services Authority and the London International Futures Exchange.

Sempra Generation and Sempra LNG have operations in the United States that are subject to regulation by the FERC
and operations in Mexico that are subject to regulation by the Comisién Reguladora de Energfa.

Sempra Pipelines & Storage's operations in Mexico are subject to Mexico's federal regulations. The primary
regulatory body is the Comisién Reguladora de Energia.

Licenses and Permits

The Sempra Utilities obtain 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.

The company's other subsidiaries are also required to obtain numerous permits, authorizations and licenses in the
normal course of business. Some of these permits, authorizations and licenses require periodic renewal. Sempra
Generation and its subsidiaries obtain a number of permits, authorizations and licenses in connection with the
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construction and operation of power generation facilities, and in connection with wholesale distribution of electricity.
Sempra Pipelines & Storage s Mexican subsidiaries obtain construction permits for their natural gas distribution and
transmission systems from the local governments where the service is provided. Sempra Pipelines & Storage obtains
licenses and permits for natural gas storage facilities and pipelines. Sempra LNG obtains licenses and permits for the
construction and operation of LNG facilities.

Other regulatory matters are described in Notes 13 and 14 of the notes to Consolidated Financial Statements.
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CALIFORNIA NATURAL GAS UTILITY OPERATIONS

The company is engaged in the purchase, sale, distribution, storage and transportation of natural gas through the
Sempra Utilities. The company's resource planning, natural gas 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 14 and 15 of the notes to Consolidated Financial Statements.

Customers

For regulatory purposes, customers are classified as 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, wholesale, large commercial, industrial and enhanced oil recovery customers.

Most core customers purchase natural gas directly from the Sempra Utilities. Core customers are permitted to
aggregate their natural gas requirement and purchase directly from brokers or producers. The Sempra Utilities
continue 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 Sempra Utilities is produced outside of California, primarily in
the Southwestern U.S., U.S. Rockies and Canada. The Sempra Utilities purchase natural gas under short-term and
long-term contracts, which are primarily based on monthly spot-market prices.

To ensure the delivery of the natural gas supplies to the distribution system and to meet the seasonal and annual needs
of customers, SoCalGas is committed to firm pipeline capacity contracts that require the payment of fixed reservation
charges to reserve firm transportation entitlements. SoCalGas sells any excess capacity on a short-term basis.
Interstate pipeline companies, primarily El Paso Natural Gas Company, Transwestern Pipeline Company and Kern
River Gas Transmission, provide transportation services into SoCalGas' intrastate transmission system for supplies
purchased by SoCalGas or its transportation customers from outside of California. The rates that interstate pipeline
companies may charge for natural gas and transportation services are regulated by the FERC.

SDG&E has natural gas transportation contracts with various interstate pipelines that expire on various dates between
2007 and 2023. SDG&E currently purchases natural gas on a spot basis from Canada, the U.S. Rockies 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
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portfolio, including the release of a portion of this capacity to third parties. In accordance with regulatory directives,
SDG&E continues to reconfigure its pipeline capacity portfolio 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 (bcf) of storage
capacity.
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According to "Btu's Daily Gas Wire", the average spot price of natural gas at the California/Arizona border was $6.15
per million British thermal units (mmbtu) in 2006 ($6.74 per mmbtu in December 2006), compared with $7.62 per
mmbtu in 2005 and $5.57 per mmbtu in 2004. The Sempra Utilities' weighted average cost (including transportation
charges) per mmbtu of natural gas was $6.54 in 2006, $7.83 in 2005 and $5.94 in 2004.

Natural Gas Storage

SoCalGas provides natural gas storage services for use by core, noncore and off-system customers. Core customers
are allocated a portion of SoCalGas' storage capacity. Other customers, including SDG&E, can bid and negotiate the
desired amount of storage on a contract basis. The storage service program provides opportunities for these customers
to store natural gas, usually during the summer, to reduce winter purchases when natural gas costs are generally
higher. This allows customers to select the level of service they desire to assist them in managing their fuel
procurement and transportation needs.

Demand for Natural Gas

The Sempra Utilities face 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 and Canada. 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 Sempra Ultilities' 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.
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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
Sempra Utilities added 85,000 and 86,000 new customer meters in 2006 and 2005, respectively,
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representing growth rates of 1.3 percent and 1.4 percent, respectively. The Sempra Utilities expect that their growth
rate for 2007 will approximate that of 2006.

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, 2006, SDG&E had 1.4 million customer meters consisting of 1,202,000 residential, 144,000
commercial, 500 industrial, 2,000 street and highway lighting, and 5,800 direct access. The company's service area
covers 4,100 square miles. The company added 17,000 new electric customer meters in 2006 and 20,000 in 2005,
representing growth rates of 1.3 percent and 1.5 percent, respectively. The company expects that its growth rate for
2007 will approximate that of 2006.

Resource Planning and Power Procurement

SDG&E's resource planning, power procurement and related regulatory matters are discussed in "Management's

Discussion and Analysis of Financial Condition and Results of Operations" and in Notes 13, 14 and 15 of the notes to

Consolidated Financial Statements.
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Electric Resources

Based on CPUC-approved purchased-power contracts currently in place with its various suppliers, its Palomar and
Miramar generating plants and its 20-percent ownership interest in SONGS, the supply of electric power available to

SDG&E as of December 31, 2006 is as follows:

Supplier

PURCHASED-POWER CONTRACTS:

DWR-allocated contracts:
Williams Energy Marketing & Trading
Sunrise Power Co. LLC
Other (5 contracts)

Total
Other contracts with Qualifying Facilities (QFs):
Applied Energy Inc.
Yuma Cogeneration
Goal Line Limited Partnership
Other (18 contracts)

Total
Other contracts with renewable sources:
Oasis Power Partners
Kumeyaay
AES Delano
PPM Energy
WTE / FPL
Other (6 contracts)
Total
Other long-term contracts:
Portland General Electric (PGE)
Celerity
Total contracted

GENERATION:

Source

Natural gas
Natural gas

Natural gas /
wind

Cogeneration
Cogeneration
Cogeneration

Cogeneration

Wind
Wind
Bio-mass
Wind
Wind
Bio-gas

Coal
Natural Gas

Expiration
date

2007 to 2010
2012
2011 to 2013

2019
2024
2025

2009 and
thereafter

2019
2025
2007
2018
2019
2007 to 2014

2013
2016

Megawatts

MW)

700 *
575
264

1,539

102
50
50
56

258

60
50
49
25
17
24
225

&9

2,116
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Palomar Natural Gas 550
SONGS Nuclear 430
Miramar Natural Gas 45
Total generation 1,025
TOTAL CONTRACTED AND GENERATION 3,141

* Effective January 1, 2007, after 1,206 MW were reallocated to Southern California Edison (Edison) by the CPUC,
as described in Note 13 of the notes to Consolidated Financial Statements.

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.
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SONGS

SDG&E owns 20 percent of SONGS, which is located south of San Clemente, California. SONGS consists of three
nuclear generating units. The city of Riverside owns 1.79 percent of Units 2 and 3, and Edison, the operator of
SONGS, owns the remaining interests. The city of Anaheim sold its 3.16 percent interest in SONGS Units 2 and 3 to
Edison effective December 28, 2006.

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 has fully recovered its SONGS capital investment through December 31, 2003 and earns a return only on
subsequent additions, including the company's share of costs associated with planned steam generator replacements.

Additional information concerning the SONGS units and nuclear decommissioning is provided below, in
"Environmental Matters" herein, in "Management's Discussion and Analysis of Financial Condition and Results of
Operations" and in Notes 6, 13 and 15 of the notes to Consolidated Financial Statements.

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 2012. The availability and the cost of the various components of the nuclear fuel cycle
for SDG&E's 20-pe