Edgar Filing: AMERICAN REALTY INVESTORS INC - Form 10-Q

AMERICAN REALTY INVESTORS INC
Form 10-Q

November 14, 2007
Table of Contents

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C. 20549

FORM 10-Q

X QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE

ACT OF 1934
FOR THE QUARTERLY PERIOD ENDED SEPTEMBER 30, 2007

Or

TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE

ACT OF 1934
FOR THE TRANSITION PERIOD FROM TO

Commission File Number 001-15663

AMERICAN REALTY INVESTORS, INC.

(Exact Name of Registrant as Specified in Its Charter)

Nevada 75-2847135
(State or Other Jurisdiction of (L.R.S. Employer
Incorporation or Organization) Identification No.)

1800 Valley View Lane, Suite 300

Dallas, Texas 75234

Table of Contents 1



Edgar Filing: AMERICAN REALTY INVESTORS INC - Form 10-Q

(Address of principal executive offices)
(Zip Code)
(469) 522-4200

(Registrant s telephone number, including area code)

(Former name, former address and former fiscal year, if changed since last report)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days. Yes x. No ~

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer or a non-accelerated filer. See definition of
accelerated filer and large accelerated filer in Rule 12b-2 of the Exchange Act (Check one):

Large accelerated filer © Accelerated filer © Non-accelerated filer x
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes . No x.
APPLICABLE ONLY TO ISSUERS INVOLVED IN BANKRUPTCY PROCEEDINGS DURING THE
PRECEDING FIVE YEARS:

Indicate by check mark whether the registrant has filed all documents and reports required to be filed by Sections 12, 13 or 15(d) of the
Securities Exchange Act of 1934 subsequent to the distribution of securities under a plan confirmed by a court. Yes . No ~

APPLICABLE ONLY TO CORPORATE ISSUERS:

Indicate the number of shares outstanding of each of the issuer s classes of Common Stock, as of the latest practicable date.

Common Stock, $.01 par value 10,468,142
(Class) (Outstanding at November 1, 2007)
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PART I. FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS
AMERICAN REALTY INVESTORS, INC.
CONSOLIDATED BALANCE SHEETS
September 30, December 31,
2007 2006
(dollars in thousands)
(unaudited)
Assets
Real estate held for investment $1,517,662 $ 1,249,833
Less accumulated depreciation (180,246) (178,029)
1,337,416 1,071,804
Real estate held for sale, net of depreciation 60,841 134,593
Real estate subject to sales contract 64,747 66,027
Notes and interest receivable
Performing ($30,081 in 2007 and $23,910 in 2006 from affiliates) 66,340 50,668
Non-performing 22,277 2,963
89,117 53,631
Less allowance for estimated losses (1,003) (1,000)
88,114 52,631
Marketable securities, at market value 14,195 9,038
Cash and cash equivalents 9,323 7,035
Restricted cash 3,336 6,000
Investments in equity investees 33,033 25,056
Other assets ($47,254 in 2007 and $53,866 in 2006 from affiliate) 147,111 121,487
Total assets $1,758,116 $ 1,493,671
Liabilities and Stockholders Equity
Liabilities:
Notes payable ($8,227 in 2007 and $19,444 in 2006 to affiliates) $ 1,272,435 $ 1,022,370
Liabilities related to assets held for sale 68,472 43,579
Liabilities subject to sales contract 62,401 58,816
Stock-secured notes payable 17,546 22,452
Accounts payable and other liabilities ($21,568 in 2007 and $ 26,427 in 2006 to affiliates) 124,520 107,771
1,545,374 1,254,988
Commitments and contingencies
Minority interest 61,546 78,194
Stockholders equity:
Common Stock; $.01 par value, authorized 100,000,000 shares, issued 11,592,272 shares 114 114
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Preferred Stock; $2.00 par value, authorized 50,000,000 shares, issued and outstanding Series A 3,387,418
shares in 2007 and 3,389,560 in 2006 (liquidation preference $10 per share), including 900,000 shares in

2007 and 2006 held by subsidiaries 4,979 4,979
Additional paid-in capital 112,723 93,378
Treasury stock, at cost, 1,123,330 and 1,443,272 shares in 2007 and 2006, respectively (11,502) (15,146)
Retained earnings 39,834 75,380
Accumulated other comprehensive income 5,048 1,784
Total stockholders equity 151,196 160,489
Total liabilities and stockholders equity $ 1,758,116 $ 1,493,671

The accompanying notes are an integral part of these Consolidated Financial Statements.
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AMERICAN REALTY INVESTORS, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS

(unaudited)

Property revenue:

Rental and other property revenues ($270 in 2007 and $952 in 2006 from affiliates)
Expenses:

Property operating expenses ($4,419 in 2007 and $6,116 in 2006 to affiliates)
Depreciation and amortization

General and administrative ($1,761 in 2007 and $1,502 in 2006 to affiliates)
Advisory fee to affiliate

Total operating expense

Operating income

Other income (expense):

Interest income from notes receivable ($2,790 in 2007 and $852 in 2006 from affiliates)
Gain (loss) on foreign currency transaction

Other income ($2,767 in 2007 and $3,286 in 2006 from affiliate)

Mortgage and loan interest ($546 in 2007 and $730 in 2006 to affiliates)

Net income fee to affiliate

Discount on notes receivable

Litigation settlement

Total other expense

Loss before gain on land sales and minority interest
Gain on land sales
Minority interest

Loss from continuing operations, before income taxes
Income tax benefit

Net loss from continuing operations

Income from discontinued operations, before income taxes
Income tax expense

Net income from discontinued operations

Net loss
Preferred dividend requirement

Net loss applicable to common shares

For the Three Months

Ended September 30,

2007

2006

(dollars in thousands)

$ 50,725

31,324
7,251
3,501
3,886

45,962

4,763

1,663
(33)

4393
(24,621)

(1,619)
(20,217)
(15,454)
7,010
(236)

(8,680)
2,065

(6,615)

5,901
(2,065)

3,836

(2,779)
(626)

$ (3,405)

$ 44,172
28,489
6,049

1,728
3,093

39,359

4,813

1,510

1,391
(17,961)

(47
(1,414)

(16,521)

(11,708)
4,471
182

(7,055)
775

(6,280)

2,215
(775)

1,440

(4,840)
(623)

$ (5,463)

The accompanying notes are an integral part of these Consolidated Financial Statements.

Table of Contents

For the Nine Months

Ended September 30,

2007

2006

(dollars in thousands)

$ 151,209
95,114
20,904

12,014
11,019

139,051

12,158

4,687
(37)

7,310
(74,020)

705
(1,595)
(62,950)
(50,792)

11,704
(736)

(39,824)
2,151

(37,673)

6,147
2,151)

3,996

(33,677)
(1,869)

$ (35,546)

$ 126,930
81,174
17,549

7,857
9,404

115,984

10,946

4,798

5

4,174
(53,215)

(1,170)
390

(45,018)
(34,072)
17,879

(366)

(16,559)
1,546

(15,013)

4,418
(1,546)

2,872

(12,141)
(1,868)

$ (14,009)
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AMERICAN REALTY INVESTORS, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS Continued

(unaudited)
For the Three Months For the Nine Months
Ended September 30, Ended September 31,
2007 2006 2007 2006

(dollars in thousands) (dollars in thousands)
Basic earnings per share:
Loss from continuing operations $ (0.71) $ (0.68) $ (3.90) $ (1.66)
Income from discontinued operations 0.38 0.14 0.39 0.28
Net loss applicable to common shares $ (0.33) $ (0.54) $ 3.51) $ (1.38)
Diluted earnings per share:
Loss from continuing operations $ (0.71) $ (0.68) $ (3.90) $ (1.66)
Income from discontinued operations 0.38 0.14 0.39 0.28
Net loss applicable to common shares $ (0.33) $ (0.54) $ 3.51) $ (1.38)
Weighted average common shares used in computing
earnings per share:
Basic 10,150,511 10,149,000 10,146,624 10,149,000
Diluted 10,150,511 10,149,000 10,146,624 10,149,000

Series A Cumulative Convertible Preferred Stock (3,387,418 and 3,389,876 shares of Preferred Stock convertible into common stock estimated
to be 2,955,724 and 2,956,000 common shares for September 30, 2007 and 2006, respectively) and options to purchase 70,750 shares of ARI s
common stock were excluded from the computation of diluted earnings per share for the three and nine months ended September 30, 2007 and
2006, because the effect of their inclusion would be antidilutive.

The accompanying notes are an integral part of these Consolidated Financial Statements.
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Balance, January 1,
2007

Unrealized loss on
foreign currency
translation
Unrealized gain on
marketable securities
Net loss

Acquisition of
minority interest

Sale of treasury stock

Repurchase of
common stock

Series A preferred
shares cancelled
Series A preferred
stock cash dividend
($1.00 per share)

Balance,
September 30, 2007

Table of Contents

AMERICAN REALTY INVESTORS, INC.
CONSOLIDATED STATEMENTS OF STOCKHOLDERS EQUITY
For the Nine Months Ended September 30, 2007

(dollars in thousands)

(unaudited)
Common Stock Preferred Stock Treasury Stock Accumulated
Additional Other
Paid-in Retained ComprehensiveStockholders
Issued
Shares Amount  Shares Amount  Capital Shares Amount Earnings Income/(Loss) Equity

11,592,272 $ 114 3,389,560 $4,979 $ 93,378 1,443,272 $(15,146) $ 75380 $ 1,784 $ 160,489

(1,163) (1,163)

4,427 4,427
(33,677) (33,677)

19,345 19,345
(335,900) 3,779 3,779

15,958 (135) (135)

(2,142)

(1,869) (1,869)

11,592,272 $ 114 3387418 $4979 $112,723 1,123,330 $(11,502) $ 39,834 $ 5,048 $ 151,196

The accompanying notes are an integral part of these Consolidated Financial Statements.
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AMERICAN REALTY INVESTORS, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS

(unaudited)

Cash Flows From Operating Activities:
Net loss applicable to common shares
Adjustments to reconcile net loss applicable to common shares to net cash (used in) provided by operating
activities:

Gain on sale of land

Depreciation and amortization

Discount on sale of notes receivable
Amortization of deferred borrowing costs
Equity in (income) loss of investees

Gain (loss) on foreign currency transaction
Gain on sale of income producing properties
(Increase) decrease in assets:

Accrued interest receivable

Other assets

Prepaid expense

Escrows

Earnest money deposits

Rents receivable

Increase (decrease) in liabilities:

Accrued interest payable

Minority interest

Other liabilities

Net cash (used in) provided by operating activities

Cash Flows From Investing Activities:

Net change in notes receivable

Proceeds from sale of notes receivable

Funding of notes receivable

Acquisition of land held for development

Real estate improvements

Proceeds from sales of income-producing properties
Proceeds from sale of land

Investment in unconsolidated real estate entities
Improvement to land held for development
Improvement of income producing properties
Acquisition of minority interests

Investments in marketable equity securities
Earnest money/escrow deposits

Construction and development of new properties
Acquisition of income producing properties

Net cash used in investing activities
The accompanying notes are an integral part of these Consolidated Financial Statements.
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For the Nine Months

Ended September 30,

2007

2006

(dollars in thousands)

$ (35,546)

(11,704)
22,774

3,784

736

37
(10,654)

13,566
3,820
(1,557)
4,224
(4,395)

(6,820)
(2,990)

(24,725)

(35,483)

(25,840)

84,364
66,207
9,177)
(717)
(11,437)
1,961
(730)

(165,871)
(112,180)

(208,903)

$ (14,009)

(17,879)
21,599
1,170
2,265
326

)

(6,194)

(2,283)
11,920

10,629
(5,358)
15,678

17,859

11,943
6,834
(1,892)
(87,965)
(22,268)
15,350

(10,818)

(88,816)
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AMERICAN REALTY INVESTORS, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS  Continued

Cash Flows From Financing Activities:

Proceeds from notes payable

Recurring amortization of principal on notes payable
Payment on notes payable on discontinued operations
Increase in due from affiliates

Payments on maturing notes payable

Deferred financing costs

Other payments on notes payable

Sale of treasury stock

Restricted cash

Dividends paid to shareholders - Series A
Partnership dividend paid

Purchase of treasury stock

Partnership dividends paid

Net cash provided by financing activities
Net increase (decrease) in cash and cash equivalents

Cash and cash equivalents, beginning of period

Cash and cash equivalents, end of period

Supplemental Disclosures of Cash Flow Information:

Cash paid for interest
Cash paid for income taxes

Schedule of Non-Cash Investing and Financing Activities:
Increase in minority interest related to acquisition of real estate
Notes payable assumed from buyer upon sale of real estate

Note payable assumed by affiliate
Unrealized loss foreign currency translation
Unrealized gain on marketable securities
Land exchanged with non affiliated party
Notes receivable from sale of real estate
Real estate purchased from affiliate

Note receivable from Treasury Stock

Land exchanged with affiliated party

(unaudited)

For the Nine Months

Ended September 30,

2007

2006

(dollars in thousands)

546,551
(13,279)

(45,444)
(4,150)
(248,742)

3,779
(2,664)

(135)

235,916
2,288
7,035

$ 9323
$ 78,990

$

(380)
503

3,779
900

The accompanying notes are an integral part of these Consolidated Financial Statements.
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149,692
(8,532)

(67,572)
(3,661)

(1,868)
(11)

(545)

67,503
(3,454)
13,904

$ 10,450

43,425
279

&hH B

14,835
62,536
21,123

1,500
3,821
11,273
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AMERICAN REALTY INVESTORS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
NOTE 1. ORGANIZATION AND BASIS OF PRESENTATION

American Realty Investors, Inc. ( ARI, We, The Company, Our or Us ) was organizedin 1999. In August 2000, ARI acquired American Real
Trust, Inc. ( ART ) and National Realty, L.P. ( NRLP ). ART was the successor to a business trust organized in 1961 to provide investors with a
professionally managed, diversified portfolio of real estate and mortgage loan investments selected to provide opportunities for capital

appreciation as well as current income. The business trust merged into ART in 1987. ART owns a portfolio of real estate and mortgage loan

investments. NRLP was organized in 1987 and subsequently acquired all of the assets and assumed all of the liabilities of 35 public and private

limited partnerships. NRLP also owned a portfolio of real estate and mortgage loan investments.

ARI subsidiaries own approximately 82.2 percent of the outstanding shares of common stock of Transcontinental Realty Investors, Inc., a

Nevada corporation ( TCI ), which has its common stock listed and traded on the New York Stock Exchange, Inc. ( NYSE ). The ownership of the
TCI shares was achieved through a series of transactions, including a cash tender offer completed March 19, 2003, an exchange by certain ARI
subsidiaries of securities with Basic Capital Management, Inc. ( BCM ) and a sale of a participating interest in a line of credit receivable from

One Realco Corporation ( One Realco ) to BCM, as well as certain open market purchases of TCI shares in December 2003. ARI has consolidated
TCI s accounts and operations since March 31, 2003. At September 30, 2007, TCI owned approximately 24.8 percent of the outstanding common
stock of Income Opportunity Realty Investors, Inc., ( IORI ), a public company whose shares are listed and traded on the American Stock
Exchange.

The accompanying interim financial statements are unaudited; however, the financial statements have been prepared in accordance with
accounting principles generally accepted in the United States of America for interim financial information and in conjunction with the rules and
regulations of the Securities Exchange Commission. Accordingly, they do not include all of the disclosures required by accounting principles
generally accepted in the United States of America for complete financial statements. In the opinion of management, all adjustments (consisting
solely of normal recurring matters) necessary for a fair presentation of the financial statement for these interim periods have been included. The
results of operations for the interim periods are not necessarily indicative of the results to be obtained for other interim periods or for the full
fiscal year. The year end consolidated balance sheet data was derived from audited financial statements, but does not include all disclosure
required by accounting principles generally accepted in the United States of America. These financial statements should be read in conjunction
with the Company s financial statements and notes thereto contained in the Company s Annual Report on Form 10-K for its fiscal year ended
December 31, 2006.

Newly issued accounting standards.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements ( SFAS No. 157 ). SFAS No. 157 defines fair value, establishes a
framework for measuring fair value in generally accepted accounting principles (GAAP), and expands disclosures about fair value

measurements. SFAS No. 157 does not require any new fair value measurements. SFAS No. 157 applies under other accounting

pronouncements that require or permit fair value measurements. SFAS No. 157 is effective for fiscal years beginning after November 15, 2007.

The Company does not expect the adoption of SFAS No. 157 to have a material impact on the Company s cash flows, results of operations,

financial position or liquidity.

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and Financial Liabilities Including an amendment
of FASB Statement No. 115 ( SFAS No. 159 ). SFAS No. 159 permits entities to choose, at specified election dates, to measure many financial
instruments and certain other items at fair value that are not currently required to be measured at fair value. Unrealized gains and losses shall be
reported on items for which the fair value option has been elected in earnings at each subsequent reporting date. SFAS No. 159 is effective for
fiscal years beginning after November 15, 2007. The Company is currently evaluating and assessing the impact of this statement.
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NOTE 2. REAL ESTATE

Cost
Cost Reclassifications
Beginning and Sep. 30, Accumulated
Capital Development Completed Propertylmpairment Other Depreciation
of Year  AcquisitionsImprovements Costs Development Sales ChargesAdjustments 2007 Sep. 30,2007
Apartments $ 474481 $ 1,896 $ $ $ 89985 $ (3,560) $ $ (2,611 $560,191 $ 86,938
Apartments under
construction 61,583 123,755 (89,985) 9,035 104,388 9
Other developments
in progress 78,230 26,687 104,917
Commercial properties 348,080 110,284 7,137 (22,046) 30,646 474,101 71,215
Hotels 85,681 5,266 90,947 21,889
Land held for
development 201,778 9,402 1,505 (11,858) (17,709) 183,118 195

Real estate held for
investment $ 1,249,833 $ 121,582 $ 13908 $ 150442 $ $

See notes to Consolidated Financial Statements.

NOTE 1. GENERAL

This Quarterly Report on Form 10-Q is that of Pacific Enterprises (PE) and of Southern California Gas Company
(SoCalGas) (collectively referred to as the company or the companies). PE's common stock is wholly owned by
Sempra Energy, a California-based Fortune 500 holding company, and PE owns all of the common stock of
SoCalGas. The financial statements herein are, in one case, the Consolidated Financial Statements of PE and its
subsidiary, SoCalGas, and, in the other case, the Consolidated Financial Statements of SoCalGas and its subsidiaries,
which comprise less than one percent of SoCalGas' consolidated financial position and results of operations.

Sempra Energy also indirectly owns all of the common stock of San Diego Gas & Electric Company (SDG&E).
SoCalGas and SDG&E are collectively referred to herein as the California Utilities.

The accompanying Consolidated Financial Statements have been prepared in accordance with the
interim-period-reporting requirements of Form 10-Q. Results of operations for interim periods are not necessarily
indicative of results for the entire year. In the opinion of management, the accompanying statements reflect all
adjustments necessary for a fair presentation. These adjustments are only of a normal recurring nature.

Information in this Quarterly Report should be read in conjunction with the Annual Report on Form 10-K for the year

ended December 31, 2005 (the Annual Report) and the Quarterly Report on Form 10-Q for the quarter ended March
31, 2006.
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The companies' significant accounting policies are described in Note 1 of the notes to Consolidated Financial
Statements in the Annual Report. The same accounting policies are followed for interim reporting purposes.

Certain prior period financial statement items have been reclassified to conform to current period presentation.

SoCalGas accounts for the economic effects of regulation on utility operations in accordance with Statement of
Financial Accounting Standards (SFAS) 71, Accounting for the Effects of Certain Types of Regulation.

Following are the changes in asset-retirement obligations, as defined in SFAS 143, Accounting for Asset Retirement
Obligations and Financial Accounting Standards Board (FASB) Interpretation No. (FIN) 47, Accounting for
Conditional Asset Retirement Obligations, an interpretation of SFAS 143, for the six months ended June 30, 2006 and
2005. FIN 47 was adopted prospectively on December 31, 2005.

(Dollars in millions) 2006 2005
Balance as of January 1 $ 505* § 9
Accretion expense 16 --
Balance as of June 30 $ 521 $ 9

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

FIN 47 requires companies to record a liability for removing asbestos-containing materials, if the liability is
determinable. The company's liability could not be determined and, therefore, no liability has been recognized for the
related removal obligations. Since substantially all of the costs of removing such materials is expected to be recovered
in rates, the effect of not recognizing these liabilities is not material to the company's financial condition or results of
operations.

In accordance with SFAS 132 (revised), Employers' Disclosures about Pensions and Other Postretirement Benefits,
the following tables provide the components of benefit costs for the periods ended June 30:

Pension Benefits Other Postretirement Benefits
Three months ended June 30, Three months ended June 30,
(Dollars in millions) 2006 2005 2006 2005
Service cost $ 11 $ 10 $ 5 $ 5
Interest cost 24 23 10 12
Expected return on assets (25) 24) (10) (10)
Amortization of:
Prior service cost 1 1 2) -
Actuarial loss 2 4 2 2
Regulatory adjustment (13) (13) 2 (1)
Total net periodic benefit cost $ - $ 1 $ 7 $ 8
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Pension Benefits Other Postretirement Benefits
Six months ended June 30, Six months ended June 30,
(Dollars in millions) 2006 2005 2006 2005
Service cost $ 21 $ 18 $ 9 $ 10
Interest cost 48 48 20 23
Expected return on assets 49) 49) (19) (19)
Amortization of:
Prior service cost 3 3 3) -
Actuarial loss 3 5 3 4
Regulatory adjustment (25) (23) 3 --
Total net periodic benefit cost  $ 1 $ 2 $ 13 $ 18

The company expects to contribute $2 million to its pension plans and $24 million to its other postretirement benefit
plans in 2006. For the six months ended June 30, 2006, $1 million and $13 million of contributions have been made to
the pension and other postretirement benefit plans, respectively, including $4 million, none of which was related to
pensions, for the three months ended June 30, 2006.

NOTE 2. NEW ACCOUNTING STANDARDS
SFAS 123 (revised 2004)
, "'Share-Based Payment'' (SFAS 123R):

Effective January 1, 2006, Sempra Energy adopted SFAS No. 123 (revised 2004), which requires compensation costs
related to share-based transactions, including employee stock options, to be recognized in the financial statements
based on fair value. SFAS 123R revises SFAS No. 123, Accounting for Stock-Based Compensation, (SFAS 123) and
supersedes Accounting Principles Board Opinion (APBO) No. 25, Accounting for Stock Issued to Employees. In
March 2005, the Securities and Exchange Commission (the SEC) issued Staff Accounting Bulletin No. 107

(SAB 107) regarding the SEC's interpretation of SFAS 123R and the valuation of share-based payments for public
companies. Sempra Energy has applied the provisions of SAB 107 in its adoption of SFAS 123R.

Sempra Energy adopted the provisions of SFAS 123R using the modified prospective transition method. In
accordance with this transition method, Sempra Energy's consolidated financial statements for prior periods have not
been restated to reflect the impact of SFAS 123R. Under the modified prospective transition method, share-based
compensation expense for the first quarter of 2006 includes compensation expense for all share-based compensation
awards granted prior to, but for which the requisite service has not yet been performed as of January 1, 2006, based on
the grant date fair value estimated in accordance with the original provisions of SFAS 123. Share-based compensation
expense for all share-based compensation awards granted after January 1, 2006 is based on the grant date fair value
estimated in accordance with the provisions of SFAS 123R. Sempra Energy recognizes compensation costs net of an
assumed forfeiture rate and recognizes the compensation costs for nonqualified stock options and restricted shares
expected to vest on a straight-line basis over the requisite service period of the award, which is generally four years.
Sempra Energy estimates the forfeiture rate based on its historical experience. On January 1, 2006, Sempra Energy
modified the terms of most restricted stock awards issued in 2003, 2004 and 2005 in which Sempra Energy will
repurchase only enough shares to cover minimum tax withholding requirements upon vesting of the awards, thereby
removing from all 282 optionees the right to receive the entire value in cash. Sempra Energy changed the accounting
of the impacted awards from liability to equity awards in accordance with SFAS 123R.
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SFAS 154,

""Accounting Changes and Error Corrections, a replacement of APBO 20 and FASB Statement No. 3" (SFAS
154): SFAS 154 requires retrospective application to prior periods' financial statements of voluntary changes in
accounting principle and to changes required by an accounting pronouncement in instances where the pronouncement
does not include specific transition provisions, unless it is impracticable to do so. This statement is effective for
accounting changes and error corrections made in fiscal years beginning after December 15, 2005. No such changes
have been made by the company in 2006.

SFAS 155, "Accounting for Certain Hybrid Instruments"

(SFAS 155): In February 2006, the FASB issued SFAS 155, an amendment of FASB Statements No. 133, Accounting
for Derivative Instruments and Hedging Activities (SFAS 133), and No. 140, Accounting for Transfers and Servicing
of Financial Assets and Extinguishments of Liabilities (SFAS 140). SFAS 155 amends SFAS 133 to allow financial
instruments that have embedded derivatives to be accounted for as a whole, if the holder elects to account for the
whole instrument on a fair value basis, and provides additional guidance on the applicability of SFAS 133 and

SFAS 140 to certain financial instruments and subordinated concentrations of credit risk. SFAS 155 is effective for all
hybrid financial instruments acquired or issued by the company on or after January 1, 2007. The company does not
expect that this statement will have a significant effect on its consolidated financial statements.

Emerging Issues Task Force (EITF) Issue 06-3, "How Sales Taxes Collected From Customers and Remitted to
Governmental Authorities Should Be Presented in the Income Statement":

EITF Issue 06-3 discusses how entities are to adopt a policy of presenting sales taxes in the income statement on
either a gross or net basis. If sales taxes are significant, an entity should disclose its policy of presenting taxes. The
guidance is effective for fiscal years beginning after December 31, 2006. The company presents its operating revenues
net of sales taxes.

FIN 48, "Accounting for Uncertainty in Income Taxes - an interpretation of FASB Statement No. 109":

Issued in June 2006, FIN 48 clarifies the accounting for uncertainty in income taxes recognized in an enterprise's
financial statements in accordance with FASB Statement No. 109, Accounting for Income Taxes. FIN 48 addresses
how an entity should recognize, measure, classify and disclose in its financial statements uncertain tax positions that it
has taken or expects to take in a tax return. FIN 48 also provides guidance on derecognition, interest and penalties,
accounting in interim periods and transition. This interpretation is effective for fiscal years beginning after December
15, 2006. The company is in the process of evaluating the effect of this guidance on its financial position and results
of operations.

FASB Staff Position (FSP) FAS 13-2, "Accounting for a Change or Projected Change in the Timing of Cash Flows
Relating to Income Taxes Generated by a Leveraged Lease Transaction":

Issued in July 2006, FSP FAS 13-2 amends SFAS 13, Accounting for Leases, to require a lessor to perform a review
and recalculation of a leverage lease transaction when there is a change or projected change in the timing of the
income tax cash flows (realization of tax benefits) generated by that lease. This FSP is effective for fiscal years
beginning after December 15, 2006. The company does not expect that it will have a significant effect on its
consolidated financial statements.

NOTE 3. OTHER FINANCIAL DATA
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Committed Lines of Credit

SoCalGas and SDG&E have a combined $600 million five-year syndicated revolving credit facility expiring in 2010,
under which each utility individually may borrow up to $500 million, subject to the combined borrowing limit for
both utilities of $600 million. At June 30, 2006 and December 31, 2005, the company had no amounts outstanding
under this facility. The facility provided support for the company's $88 million of commercial paper outstanding at
December 31, 2005. Additional information concerning this credit facility is provided in the Annual Report.

The company's weighted average interest rate on its short-term debt was 4.26% at December 31, 2005.

Comprehensive Income

For the three months and the six months ended June 30, 2006 and 2005, comprehensive income was equal to net
income.

Capitalized Interest
The company recorded $1 million of capitalized interest for the six months ended June 30, 2006, all during the three
months ended March 31, 2006, including the portion of allowance for funds used during construction related to debt.
The company recorded $1 million of capitalized interest for both the three months and the six months ended June 30,
2005, including the portion of allowance for funds used during construction related to debt.
Unpaid Capital Expenditures
During the six months ended June 30, 2006, the amount of unpaid capital expenditures decreased by $4 million.
Other Expense, Net
Other Expense, Net consists of the following:

Three months ended

June 30,

Six months ended
June 30,

(Dollars in millions)

2006

2005

2006
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2005

Regulatory interest, net

)

Allowance for equity funds used during construction
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Sundry, net

Total at SoCalGas
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)

Additional at Pacific Enterprises:

Preferred dividends of subsidiary

Sundry, net
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Total

)
NOTE 4. FINANCIAL INSTRUMENTS
Fair Value Hedges

Interest-Rate Swaps

(1

@

(1

The company periodically enters into interest-rate swap agreements to moderate its exposure to interest-rate changes

and to lower its overall cost of borrowing. These are described in Note 2 of the notes to Consolidated Financial
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Statements in the Annual Report.
Natural Gas Contracts

The use of derivative instruments is subject to certain limitations imposed by company policy and regulatory
requirements. These instruments allow the company to estimate with greater certainty the effective prices to be
received by the company and the prices to be charged to its customers. The company records transactions for natural
gas contracts in Cost of Natural Gas in the Statements of Consolidated Income. Unrealized gains and losses related to
these derivative instruments are offset by regulatory assets and liabilities on the Consolidated Balance Sheets to the
extent derivative gains and losses associated with these derivative instruments will be recoverable or payable in future
rates.

NOTE 5. REGULATORY MATTERS

CPUC RULEMAKING REGARDING ENERGY UTILITIES, THEIR HOLDING COMPANIES AND
NON-REGULATED AFFILIATES

The CPUC continues to pursue its Order Instituting Rulemaking (OIR) regarding energy utilities, their holding
companies and non-regulated affiliates and a final CPUC decision is scheduled for 2006.

GAIN ON SALE RULEMAKING

In the second quarter of 2006, the CPUC adopted a decision standardizing the treatment of gains and losses on future
sales of utility property. It provides for an allocation of 100% of the gains and losses from depreciable property to
ratepayers and a 50/50 allocation of gains and losses from non-depreciable property between ratepayers and
shareholders. Under certain circumstances the CPUC would be able to depart from the standard allocation. The
CPUC's Division of Ratepayer Advocates and The Utility Reform Network filed a joint request for rehearing of the
decision requesting, among other things, that the CPUC adopt a 90/10 allocation of gains from non-depreciable assets
between ratepayers and shareholders.

GENERAL RATE CASE

On August 1, 2006, SoCalGas tendered to the CPUC a Notice of Intent (NOI) to file a General Rate Case application
to establish authorized 2008 revenue requirements and the ratemaking mechanisms by which those revenue
requirements will change on an annual basis over the subsequent five-year period (2009-2013). Included in the NOI
are proposed mechanisms for earnings sharing, as well as performance indicators with a maximum annual
reward/penalty of $13 million during the 2008 - 2013 period. Relative to authorized revenue requirements for 2006,
the NOI represents an increase of $233 million in 2008. A final CPUC decision is expected in December 2007.

NATURAL GAS MARKET OIR

The CPUC is addressing natural gas markets issues, including natural gas market and infrastructure requirements, as
part of Phase II of its Natural Gas Market OIR. A proposed decision is expected in the third quarter of 2006 and a
final decision shortly thereafter.

In the related proceeding, the CPUC approved in the second quarter of 2006 the California Utilities' Phase I proposal
to combine the natural gas transmission costs for SDG&E and SoCalGas so that their customers will pay the same rate
for natural gas deliveries at any receipt point once re-gasified liquefied natural gas (LNG) deliveries begin at the Otay
Mesa interconnection. Phase II of this implementation proceeding addresses the California Utilities' proposal to
establish firm access rights and off-system delivery services to ensure customers have reliable access to diverse supply
sources. The CPUC will hold hearings on these proposals in the third quarter of 2006 and plans to issue a Phase II
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decision by the end of 2006.

UTILITY RATEMAKING INCENTIVE AWARDS

Performance-Based Regulation (PBR), demand-side management (DSM) and Gas Cost Incentive Mechanism (GCIM)
awards are not included in the company's earnings until CPUC approval of each award is received. During the three
months ended June 30, 2006, the incentive rewards approved and included in pretax earnings were $0.9 million
related to PBR. In June 2005, SoCalGas filed its GCIM Year 11 application requesting a shareholder reward of $2.5
million. The CPUC has determined that hearings are not necessary, and SoCalGas expects a CPUC decision to be
issued by the end of 2006. In June 2006, SoCalGas filed its GCIM Year 12 application requesting a shareholder
reward of $9.8 million. A schedule for the proceeding has not been established, but SoCalGas expects a CPUC
decision in early 2007.

The cumulative amount of the GCIM awards subject to refund based on the outcome of the Border Price Investigation
discussed in "Litigation" below is $69.2 million, of which $56.9 million has been included in pretax income.

NOTE 6. LITIGATION

At June 30, 2006, the company's reserves for litigation matters were $151 million, of which $151 million related to
settlements reached in January 2006 to resolve certain litigation arising out of the 2000 - 2001 California energy crisis.
The uncertainties inherent in complex legal proceedings make it difficult to estimate with any degree of certainty the
costs and effects of resolving legal matters. Accordingly, costs ultimately incurred may differ materially from
estimated costs and could materially adversely affect the company's business, cash flows, results of operations and
financial condition.

Settlements

The litigation that is the subject of the January 2006 settlements is frequently referred to as the Continental Forge
litigation, although the settlements also include other cases. The Continental Forge class-action and individual
antitrust and unfair competition lawsuits alleging that Sempra Energy and the California Utilities unlawfully sought to
control natural gas and electricity markets, claimed damages of $23 billion after applicable trebling. A second
settlement resolves class-action litigation brought by the Nevada Attorney General in Nevada Clark County District
Court involving virtually identical allegations to those in the Continental Forge litigation.

On June 14, 2006, the San Diego County Superior Court approved the settlement of the Continental Forge class-action
litigation as fair and reasonable and a final order was entered on July 20, 2006. On July 31, 2006, the Utility
Consumers Action Network filed a notice of appeal of the final order. With respect to the individual Continental Forge
lawsuits, the Los Angeles City Council has not yet voted to approve the City of Los Angeles' participation in the
settlement and it may elect to continue pursuing its individual case against Sempra Energy and the California Utilities.
The Nevada Clark County District Court has preliminarily approved the Nevada class-action settlement and the
company expects a final approval at a hearing set for September 8, 2006. Both the California and Nevada settlements
must be approved for either settlement to take effect, but Sempra Energy is permitted to waive this condition. The
settlements are not conditioned upon approval by the CPUC, the DWR, or any other governmental or regulatory
agency to be effective.

To settle the California and Nevada litigation, Sempra Energy would make cash payments in installments aggregating
$377 million, of which $347 million relates to the Continental Forge and California class action price reporting

litigation and $30 million relates to the Nevada antitrust litigation.

Additional consideration for the California settlement includes an agreement that Sempra LNG would sell to the
California Utilities, subject to CPUC approval, re-gasified LNG from its LNG terminal being constructed in Baja
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California, Mexico at the California border index price minus $0.02. The California Utilities agreed to seek approval
from the CPUC to integrate their natural gas transmission facilities and to develop both firm, tradable natural gas
receipt point rights for access to their combined intrastate transmission system and SoCalGas' underground natural gas
storage system and filed for approval at the CPUC on July 25, 2006. In addition, Sempra Generation voluntarily
would reduce the price that it charges for power and limit the places at which it would deliver power under its contract
with the Department of Water Resources (DWR). The price reductions would be reduced by any amounts in excess of
$150 million that Sempra Generation is ordered to pay or incurs as a monetary award, any reduction in future
revenues or profits, or any increase in future costs in connection with arbitration proceedings involving the DWR
contract.

Other Natural Gas Cases

On November 21, 2005, the California Attorney General and the CPUC filed a lawsuit in San Diego County Superior
Court alleging that in 1998 Sempra Energy and the California Utilities had intentionally misled the CPUC in obtaining
its approval to use the utilities' California natural gas pipeline capacity to enable Sempra Energy's non-utility
subsidiaries to deliver natural gas to a power plant in Mexico. The lawsuit further alleges that, as a result of
insufficient utility pipeline capacity to serve both the power plant and California customers, SDG&E curtailed natural
gas service to electric generators and large California commercial and industrial customers 17 times in 2000 - 2001,
which resulted in increased air pollution and higher electricity prices for California consumers from the use of oil as
an alternate fuel source by electric generating plants. The lawsuit seeks statutory penalties of not less than $1 million,
$2,500 for each of an unspecified number of instances of unfair business practices, and unspecified amounts of actual
and punitive damages. It also seeks an injunction to require divestiture by Sempra Energy of non-utility subsidiaries to
an extent to be determined by the court. A jury trial has been scheduled for the second quarter of 2007.

In April 2003, Sierra Pacific Resources and its utility subsidiary Nevada Power filed a lawsuit in U.S. District Court in
Las Vegas against major natural gas suppliers, including Sempra Energy, the California Utilities and Sempra
Commodities, seeking recovery of damages alleged to aggregate in excess of $150 million (before trebling). The
lawsuit alleges that the Sempra defendants conspired with El Paso Natural Gas Company to eliminate competition,
prevent the construction of natural gas pipelines to serve Nevada and other Western states, and to manipulate natural
gas pipeline capacity and supply and the data provided to price indices, in violation of Nevada's antitrust laws and
RICO. Plaintiffs also assert a breach of contract claim against Sempra Commodities. The U.S. District Court
dismissed the case in November 2004, determining that the Federal Energy Regulatory Commission (FERC) had
exclusive jurisdiction to resolve claims. In January 2005, plaintiffs filed an appeal with the Ninth Circuit Court of
Appeals, and the matter is pending oral argument before that court.

Apart from the claims settled in connection with the Continental Forge settlement, there remain pending 13 antitrust
actions that were filed and have been coordinated in San Diego Superior Court against Sempra Energy and one or
more of its affiliates (the California Utilities and Sempra Commodities, depending on the lawsuit) and various,
unrelated energy companies, alleging that energy prices were unlawfully manipulated by the reporting of artificially
inflated natural gas prices to trade publications and by entering into wash trades and churning transactions. In June
2005, the court denied the defendants' motion to dismiss on preemption and Filed Rate Doctrine grounds. No trial date
has been scheduled for these actions. Pending in the federal court system are five cases against Sempra Energy,
Sempra Commodities, the California Utilities and various other companies, which make similar allegations to those in
the state proceedings, four of which also include conspiracy allegations similar to those made in the Continental Forge
litigation. The District Court has dismissed four of these actions on the grounds that the claims asserted in these suits
were preempted under federal law and the Filed Rate Doctrine. The remaining case, which includes conspiracy
allegations, has been stayed. Plaintiffs have appealed the dismissals and the matters are pending oral argument in the
Ninth Circuit Court of Appeals.

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

The portion of this investigation relating to the California Utilities is still open. If the investigation were to determine
that the conduct of either of the California Utilities contributed to the natural gas price spikes that occurred during the
investigation period, the CPUC may modify the party's natural gas procurement incentive mechanism, reduce the
amount of any shareholder award for the period involved and/or order the party to issue a refund to ratepayers. At
June 30, 2006, the cumulative amount of these shareholder awards was $69.2 million, of which $56.9 million has been
included in net income.

Southern California Edison Company (Edison) has been the only party investigating the activities of SoCalGas,
SDG&E and other Sempra Energy companies in the Border Price Investigation, and pursuing claims against them in
the investigation. SoCalGas, SDG&E and Sempra Energy reached a settlement in May 2006 with Edison that, subject
to CPUC review and approval, would resolve disputes between SoCalGas, SDG&E, the other Sempra Energy
companies and Edison arising over the last several years regarding the actions and activities being reviewed in the
Border Price Investigation. The settlement would provide additional transparency for the natural gas storage and
procurement activities of SoCalGas and SDG&E, expand and revise SoCalGas' non-core storage program, combine
the California Utilities' core gas procurement functions and provide that all natural gas procurement hedging activities
by SoCalGas and SDG&E will be outside the procurement incentive mechanisms and paid for by customers. Edison
has agreed to support dismissal of the Border Price Investigation. In June 2006, the CPUC granted the motion to stay
the Border Price Investigation proceedings to allow the CPUC to consider the settlement.

Other Litigation

In 1998, SoCalGas converted its traditional pension plan for non-union employees to a cash balance plan. On July 8,
2005, a lawsuit was filed against the company in the U.S. District Court for the Central District of California alleging
that the conversion unlawfully discriminated against older employees and failed to provide required disclosure of a
reduction in benefits. In October 2005, the court dismissed three of the four causes of action. In March 2006, the court
dismissed the remaining cause of action. The plaintiffs have appealed the court's ruling.

The company believes it has meritorious defenses to all litigation and the ultimate outcome would not differ from
recorded reserves, where applicable, by amounts material to its financial position.

INCOME TAX MATTERS

The company's income tax returns are routinely examined by federal and state tax agencies. During 2005, the
company resolved a number of issues in its federal and state income tax examinations that span the 1998 - 2001 period
and recorded their effects. During 2006, the company resolved many of the remaining issues for these periods and
several issues related to 2002 and 2003. Since not all issues have been resolved, the income tax liabilities for these
years are not yet finally determined and the company continues to work with the agencies to respond to inquiries and
resolve issues.

The company believes it has adequately provided for income tax issues not yet resolved with federal, state and foreign
tax authorities. Although not probable, the most adverse resolution of these issues could result in additional charges to
earnings in future periods. Based upon a consideration of all relevant facts and circumstances, the company does not
believe the ultimate resolution of income tax issues for all open periods will have a materially adverse effect upon its
results of operations or financial condition.
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Item 2.

MANAGEMENT'S DISCUSSION AND ANALYSIS OF

FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following discussion should be read in conjunction with the financial statements contained in this Form 10-Q and

"Management's Discussion and Analysis of Financial Condition and Results of Operations" and "Risk Factors"

contained in the Annual Report.
RESULTS OF OPERATIONS

Comparison of Earnings

To assist the reader in understanding the trend of earnings, the following tables summarize the major unusual factors
affecting net income and operating income for the six and three month periods ended June 30, 2006 and 2005. These
factors are discussed elsewhere in this Quarterly Report and/or the Annual Report, and this summary should be read in

conjunction with those discussions.

Six months ended June 30

Pacific Enterprises

Net Income Operating Income
(Dollars in millions) 2006 2005 2006 2005
Reported amounts $118 $127 $206 $ 227
California energy crisis litigation 3) -- 6) --
reserves
Resolution of prior years' income tax -- 4) -- --
issues

$115 $123 $200 $ 227

Three months ended June 30

Net Income Operating Income
(Dollars in millions) 2006 2005 2006 2005
Reported amounts $ 67 $ 58 $105 $ 101
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California energy crisis litigation
reserves 3) -- ©6) --

$ 64 $ 58 $ 99 $ 101

Southern California Gas

Six months ended June 30

Net Income Operating Income
(Dollars in millions) 2006 2005 2006 2005
Reported amounts $108 $128 $ 207 $ 227
California energy crisis litigation 3) -- 6) --
reserves
Resolution of prior years' income tax -- 4) -- --
issues
$105 $124 $ 201 $ 227
Three months ended June 30
Net Income Operating Income
(Dollars in millions) 2006 2005 2006 2005
Reported amounts $ 59 $ 59 $ 106 $ 101
California energy crisis litigation
reserves 3) - 6) -
$ 56 $ 59 $ 100 $ 101

Revenue

During the six months ended June 30, 2006, natural gas revenues increased compared to the corresponding period in
2005 as a result of higher volumes and higher natural gas costs, which are passed on to customers. Natural gas
revenues decreased in the three months ended June 30, 2006 due to lower costs of natural gas.

Under the current regulatory framework, the cost of natural gas purchased for customers and the variations in that cost
are passed through to customers on a substantially concurrent basis. However, SoCalGas' gas cost incentive
mechanism (GCIM) allows SoCalGas to share in the savings or costs from buying natural gas for customers below or
above market-based monthly benchmarks. Further discussion is provided in Notes 1 and 8 of the notes to
Consolidated Financial Statements in the Annual Report.

The table below summarizes natural gas volumes and revenues by customer class for the six month periods ended
June 30.

Natural Gas Sales, Transportation and Exchange
(Volumes in billion cubic feet, dollars in millions)
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Transportation
Natural Gas Sales and Exchange Total
Volumes Revenue Volumes Revenue Volumes Revenue
2006:
Residential 143 $ 1,625 1 $ 3 144 $ 1,628
Commercial and 58 565 136 104 194 669
industrial
Electric generation -- -- 73 28 73 28
plants
Wholesale -- -- 72 11 72 11
201 $ 2,190 282 $ 146 483 2,336

Balancing accounts and 3 )
other

Total $ 2,333

2005:
Residential 138 $ 1,436 1 $ 3 139 $ 1,439
Commercial and 56 504 136 85 192 589
industrial
Electric generation -- -- 52 17 52 17
plants
Wholesale -- -- 84 40 84 40
194 $ 1,940 273 $ 145 467 2,085

Balancing accounts and 96
other

Total $ 2,181

Income Taxes

Income tax expense was $88 million and $85 million ($80 million and $81 million for SoCalGas) for the six months
ended June 30, 2006 and 2005, respectively, and the effective income tax rates for the company were 43 percent and
40 percent (43 percent and 39 percent for SoCalGas), respectively.

Income tax expense was $50 million and $37 million ($43 million and $34 million for SoCalGas) for the three months
ended June 30, 2006 and 2005, respectively, and the effective income tax rates were 43 percent and 39 percent (42
percent and 37 percent for SoCalGas), respectively.

The increase in income tax expense at PE for the six months ended June 30, 2006 was due to the favorable resolution
of prior years' income tax issues in 2005, offset by lower pretax book income in 2006. The increases in income tax
expense at both PE and SoCalGas for the three months ended June 30, 2006 were due primarily to higher taxable

income in 2006.

Net Income
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Net income for SoCalGas decreased by $20 million (16%) to $108 million for the six months ended June 30, 2006,
due primarily to the CPUC's Cost of Service decision in 2005 that eliminated 2004 revenue sharing, increasing 2005
net income by $11 million; higher interest expense in 2006 of $5 million due to increased debt; increased operating
costs in excess of higher authorized margins, resulting in a reduction in net income in 2006 of $4 million; higher
revenue sharing in 2006 and a favorable adjustment in 2005 for GCIM awards resulting in a reduction in net income
in 2006 of $4 million; and the favorable resolution in 2005 of prior years' income tax issues, increasing 2005 net
income by $4 million. The decreases were offset by the positive resolution of a natural gas royalty matter resulting in
a $7 million increase in 2006 net income and an adjustment to the California energy crisis litigation reserves, which
increased 2006 net income by $3 million. Net income for SoCalGas for the three months ended June 30, 2006 was the
same as for the corresponding period for 2005. The positive resolution of a natural gas royalty matter in 2006
increasing net income by $7 million and the adjustment to the California energy crisis litigation reserves in 2006
increasing net income by $3 million were offset by higher revenue sharing in 2006 and the favorable adjustment in
2005 for GCIM awards resulting in a reduction of net income in 2006 of $4 million and higher interest expense of $2
million in 2006 due to increased debt. The six months and the three months ended June 30, 2006 included $8 million
of after-tax interest income at PE only related to an insurance claim.

CAPITAL RESOURCES AND LIQUIDITY

At June 30, 2006, the company had $393 million in unrestricted cash and $500 million in available unused, committed
lines of credit at SoCalGas which are shared with SDG&E and which are discussed more fully in Note 3 of the notes
to Consolidated Financial Statements. 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. Management continues to regularly monitor SoCalGas' 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 PE's operating activities increased by $342 million (74%) to $806 million for 2006. For
SoCalGas, net cash provided by operating activities increased by $327 million (73%) to $777 million for 2006. The
changes were primarily due to a higher increase in overcollected regulatory balancing accounts in 2006 and an
increase in income tax payable in 2006 compared to a decrease in 2005.

For the six months ended June 30, 2006, the company made contributions of $1 million and $13 million to the pension
and other postretirement benefit plans, respectively.

CASH FLOWS FROM INVESTING ACTIVITIES

Net cash used in PE's investing activities decreased by $27 million (8%) to $313 million for 2006. Net cash used in
SoCalGas' investing activities decreased by $42 million (13%) to $285 million for 2006. The decreases were primarily
due to lower advances to Sempra Energy in 2006, offset by increased capital expenditures.

Significant capital expenditures in 2006 are expected to be $400 million for improvements to distribution and
transmission systems. These expenditures are expected to be financed by cash flows from operations and security
issuances.

CASH FLOWS FROM FINANCING ACTIVITIES
Net cash used in PE's financing activities increased by $58 million (44%) to $190 million for 2006. Net cash used in
SoCalGas' financing activities increased by $58 million (44%) to $189 million for 2006. The increases were

attributable to higher payments on short-term debt in 2006.
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COMMITMENTS

At June 30, 2006, there were no significant changes to the commitments that were disclosed in the Annual Report,
except for an increase of $250 million related to new natural gas contracts at SoCalGas. The future payments under
the new contracts are expected to be $150 million for 2006 and $100 million for 2007.

FACTORS INFLUENCING FUTURE PERFORMANCE

Performance of the company will depend primarily on the ratemaking and regulatory process, 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 Note 5 of
the notes to Consolidated Financial Statements herein.

Litigation

Note 6 of the notes to Consolidated Financial Statements herein and Note 9 of the notes to Consolidated Financial
Statements in the Annual Report describe 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

Note 5 of the notes to Consolidated Financial Statements herein and Note 8 of the notes to Consolidated Financial
Statements in the Annual Report describe natural gas restructuring and rates, and other pending proceedings and
investigations.

NEW ACCOUNTING STANDARDS

Relevant pronouncements that have recently become effective and have had or may have a significant effect on the
company's financial statements are described in Note 2 of the notes to Consolidated Financial Statements. One
pronouncement of particular importance to the company is described below.

Stock-Based Compensation:

Effective January 1, 2006, Sempra Energy adopted Statement of Financial Accounting Standards (SFAS) No. 123
(revised 2004), Share-Based Payment (SFAS 123R), which requires compensation costs related to share-based
transactions, including employee stock options, to be recognized in the financial statements based on fair value. SFAS
123R revises SFAS No.123, Accounting for Stock-Based Compensation (SFAS 123), and supersedes Accounting
Principles Board Opinion No. 25, Accounting for Stock Issued to Employees. In March 2005, the Securities and
Exchange Commission (the SEC) issued Staff Accounting Bulletin No. 107 (SAB 107) regarding the SEC's
interpretation of SFAS 123R and the valuation of share-based payments for public companies. Sempra Energy has
applied the provisions of SAB 107 in its adoption of SFAS 123R.

Sempra Energy adopted the provisions of SFAS 123R using the modified prospective transition method. In
accordance with this transition method, Sempra Energy's consolidated financial statements for prior periods have not
been restated to reflect the impact of SFAS 123R. Under the modified prospective transition method, share-based
compensation expense for the first quarter of 2006 includes compensation expense for all share-based compensation
awards granted prior to, but for which the requisite service has not yet been performed as of January 1, 2006, based on
the grant date fair value estimated in accordance with the original provisions of SFAS 123. Share-based compensation
expense for all share-based compensation awards granted after January 1, 2006 is based on the grant date fair value
estimated in accordance with the provisions of SFAS 123R.
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ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

There have been no significant changes in the risk issues affecting the company subsequent to those discussed in the
Annual Report.

As of June 30, 2006, the total Value at Risk of SoCalGas' positions was not material.
ITEM 4. CONTROLS AND PROCEDURES

Company management is responsible for establishing and maintaining adequate internal control over financial
reporting, as defined in Exchange Act Rules 13a-15(f). The company has designed and maintains disclosure controls
and procedures to ensure that information required to be disclosed in the company's reports is recorded, processed,
summarized and reported within the time periods specified in the rules and forms of the Securities and Exchange
Commission and is accumulated and communicated to the company's management, including its Chief Executive
Officer and Chief Financial Officer, as appropriate, to allow timely decisions regarding required disclosure. In
designing and evaluating these controls and procedures, management recognizes that any system of controls and
procedures, no matter how well designed and operated, can provide only reasonable assurance of achieving the desired
objectives and necessarily applies judgment in evaluating the cost-benefit relationship of other possible controls and
procedures.

There have been no changes in the company's internal controls over financial reporting during the company's most
recent fiscal quarter that have materially affected, or are reasonably likely to materially affect, the company's internal
controls over financial reporting.

The company evaluates 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. Under the supervision and with the participation of management, including the Chief Executive Officer
and the Chief Financial Officer, the company evaluated the effectiveness of the design and operation of the company's
disclosure controls and procedures as of June 30, 2006, the end of the period covered by this report. Based on that
evaluation, the company's Chief Executive Officer and Chief Financial Officer concluded that the company's
disclosure controls and procedures were effective at the reasonable assurance level.

PART II - OTHER INFORMATION

ITEM 1. LEGAL PROCEEDINGS

Except as described in Notes 5 and 6 of the notes to Consolidated Financial Statements herein, neither the companies
nor their subsidiaries are party to, nor is their property the subject of, any material pending legal proceedings other
than routine litigation incidental to their businesses.

ITEM 1A. RISK FACTORS

There have been no material changes from risk factors as previously disclosed in the companies' 2005 Form 10-K.
ITEM 6. EXHIBITS AND REPORTS ON FORM 8-K

(a) Exhibits

Exhibit 12 - Computation of ratios

12.1 Computation of Ratio of Earnings to Fixed Charges of PE.
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12.2 Computation of Ratio of Earnings to Fixed Charges and Preferred Stock Dividends of SoCalGas.

Exhibit 31 -- Section 302 Certifications

31.1 Statement of PE's Chief Executive Officer pursuant to Rules 13a-14 and 15d-14 of the Securities
Exchange Act of 1934.

31.2 Statement of PE's Chief Financial Officer pursuant to Rules 13a-14 and 15d-14 of the Securities
Exchange Act of 1934.

31.3 Statement of SoCalGas' Chief Executive Officer pursuant to Rules 13a-14 and 15d-14 of the
Securities Exchange Act of 1934.

31.4 Statement of SoCalGas' Chief Financial Officer pursuant to Rules 13a-14 and 15d-14 of the
Securities Exchange Act of 1934.

Exhibit 32 -- Section 906 Certifications
32.1 Statement of PE's Chief Executive Officer pursuant to 18 U.S.C. Sec. 1350.
32.2 Statement of PE's Chief Financial Officer pursuant to 18 U.S.C. Sec. 1350.
32.3 Statement of SoCalGas' Chief Executive Officer pursuant to 18 U.S.C. Sec. 1350.
32.4 Statement of SoCalGas' Chief Financial Officer pursuant to 18 U.S.C. Sec. 1350.
(b) Reports on Form 8-K
The following reports on Form 8-K were filed after March 31, 2006:
Current Report on Form 8-K filed May 2, 2006, including as exhibits Sempra Energy's press release of May 2, 2006,
giving the financial results for the three months ended March 31, 2006, and related Income Statement Data by
Business Unit.
Current Report on Form 8-K filed August 3, 2006, including as exhibits Sempra Energy's press release of August 3,

2006, giving the financial results for the three months ended June 30, 2006, and related Income Statement Data by
Business Unit.

SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to
be signed on its behalf by the undersigned thereunto duly authorized.
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PACIFIC ENTERPRISES,
(Registrant)

Date: August 3, 2006 By: /s/ S. D. Davis

S. D. Davis
Sr. Vice President and Chief Financial Officer

SOUTHERN CALIFORNIA GAS COMPANY,
(Registrant)

Date: August 3, 2006 By: /s/ S. D. Davis

S. D. Davis
Sr. Vice President-External Relations
and Chief Financial Officer
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