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EMG’s other operation and maintenance expense increased $140 million in 2007 and decreased $25 million in
2006. The 2007 increase was mainly due to higher planned maintenance costs at EMG’s Illinois plants, higher
development costs incurred in 2007 (mostly related to wind projects), higher corporate expenses and loss
accruals. The 2007 increase was also due to higher maintenance costs in 2007 and unplanned outages at the
Powerton Station. On November 2, 2007, Unit 5 at the Powerton Station had an unplanned outage related to a
low pressure turbine. The turbine was repaired and the unit was returned to service on December 13, 2007. On
December 18, 2007, Unit 6 at the Powerton Station had a duct and fan failure resulting in a suspension of
operations at this unit through January 4, 2008 when the unit returned at half-load capability. Scheduled
maintenance work for the spring of 2008 was accelerated to minimize the aggregate impact of the outage.
Repairs were completed on February 13, 2008 and the unit has been returned to service. The 2006 decrease
was mainly due to a reduction in Edison Capital’s credit reserve requirements and the integration of Edison
Capital’s management and personnel with EMG. The 2006 decrease was partially offset by an increase of
approximately $10 million due to higher plant overhaul costs at EMG’s Illinois plants.

Depreciation, Decommissioning and Amortization Expense

In millions For the Year Ended December 31, 2007 2006 2005

SCE $ 1,094 $ 1026 $ 915
EMG 170 155 146
Edison International Consolidated $ 1,264 $ 1,181 $ 1,061

SCE’s depreciation, decommissioning and amortization expense increased $68 million in 2007 and increased
$111 million in 2006. The 2007 increase was primarily due to transmission and distribution asset additions
resulting in increased depreciation expense of $50 million (see “SCE: Liquidity — Capital Expenditures” for a
further discussion). The 2007 increase also reflects a $25 million increase in nuclear decommissioning trust
earnings net of other-than-temporary impairment losses associated with the nuclear decommissioning trust
funds. Due to its regulatory treatment, investment impairment losses and trust earnings are recorded in electric
utility revenue and are offset in decommissioning expense and have no impact on net income. The increase in
2006 was mainly due to an increase in depreciation expense resulting from additions to transmission and
distribution assets, as well as an increase from the implementation of the depreciation rates authorized in the
2006 GRC decision, and higher net investment earnings from SCE’s nuclear decommissioning trusts.

EMG’s depreciation and amortization expense increased $15 million in 2007 and increased $9 million in 2006.
The 2007 increase was primarily attributable to higher depreciation expense for wind projects.
Other Income and Deductions

Interest and dividend income

In millions For the Year Ended December 31, 2007 2006 2005
SCE $ 39 $ 51 $ 38
EMG 112 115 70
Edison International (parent) and other 3 3 4
Edison International Consolidated $ 154 $ 169 $ 112

SCE’s interest income decreased $12 million in 2007 and increased $13 million in 2006. The 2007 decrease
was mainly due to lower interest income resulting from lower undercollections on balancing accounts in 2007,
as compared to 2006. The 2006 increase was mainly due to interest income from balancing accounts that were
undercollected during both 2006 and 2005, and higher short-term interest rates in 2006, as compared to 2005.

EMG’s interest and dividend income increased $45 million in 2006 primarily due to higher interest income
resulting from higher interest rates in 2006 compared to 2005.
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Equity in Income from Partnerships and Unconsolidated Subsidiaries — Net

Equity in income from partnerships and unconsolidated subsidiaries — net decreased $57 million in 2006
mainly due to lower earnings of approximately $50 million from Edison Capital’s global infrastructure funds
due to higher gains in 2005.

Other Nonoperating Income

In millions For the Year Ended December 31, 2007 2006 2005
SCE $8 $ 8 $ 127
EMG 8 48 9
Edison International Consolidated $ 95 §$ 133 $ 136

SCE’s other nonoperating income decreased $42 million in 2006. The 2006 decrease was mainly due to the
recognition of approximately $45 million in incentives related to demand-side management and energy
efficiency performance recorded in 2005. In addition, SCE recorded shareholder incentives of $6 million and
$23 million in 2006 and 2005, respectively (see “SCE: Regulatory Matters — Current Regulatory
Developments — FERC Refund Proceedings” for further discussion).

EMG?’s other nonoperating income decreased $40 million in 2007 and increased $39 million in 2006. The
2007 and 2006 variances are due to estimated insurance recoveries related to EMG’s Homer City Unit 3
outage claims on property and business interruption insurance policies of approximately $3 million recorded
during 2007 compared to $11 million recorded in 2006. The 2007 and 2006 variances also reflect an $8 million
gain related to the receipt of shares from Mirant Corporation from settlement of a claim and a $4 million gain
resulting from EMG’s sale of 25% of its ownership interest in the San Juan Mesa wind project to Citi
Renewable Investments I LLC, both recognized in the first quarter of 2006. In addition, the 2006 increase
reflects the recognition of a $19 million gain in 2006 on the sale of certain Edison Capital’s investments,
including Edison Capital’s interest in an affordable housing project.

Interest Expense — Net of Amounts Capitalized

In millions For the Year Ended December 31, 2007 2006 2005
SCE $ 430 $ 400 $ 360
EMG 320 403 430
Edison International (parent) and other 2 4 4
Edison International Consolidated $ 752 $ 807 $ 794

SCE’s interest expense — net of amounts capitalized increased $30 million in 2007 and increased $40 million
in 2006. The 2007 increase was mainly due to higher interest expense on balancing account overcollections in
2007, as compared to 2006. The increase was also due to higher interest expense on long-term debt resulting
from higher balances outstanding during 2007, as compared to 2006. The 2006 increase was mainly due to a
2005 reversal of approximately $25 million of accrued interest expense as a result of a FERC decision
allowing recovery of transmission-related costs. The 2006 increase also reflects higher interest expense on
balancing account overcollections in 2006, compared to 2005.

EMG’s interest expense — net of amounts capitalized decreased $83 million in 2007 and decreased $27 million
in 2006. The 2007 decrease was primarily attributable to MEHC’s redemption in full of its senior secured
notes in June 2007, and an increase in capitalized interest due to wind projects under construction. The
variances are also attributable to $2.7 billion of new debt entered into by EME as part of its refinancing
activities in May 2007 (See “EMG: Liquidity — EMG Refinancing Developments”). The 2006 decrease was
mainly due to lower interest rates resulting from MEHC’s refinancing in June 2006.
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Other Nonoperating Deductions

In millions For the Year Ended December 31, 2007 2006 2005
SCE $45 $ 60 $ 65
EMG — 3 2
Edison International Consolidated $45 $63 $ 67

SCE’s other nonoperating deductions decreased $15 million in 2007 and decreased $5 million in 2006. The
2007 decrease was mainly due to a penalty accrual of $23 million under the customer satisfaction performance
mechanism recognized in 2006.

Impairment Loss on Equity Method Investment

In 2005, EME fully impaired its equity investment in the March Point project following an updated forecast of
future project cash flows. The March Point project is a 140-MW natural gas-fired cogeneration facility located
in Anacortes, Washington, in which a subsidiary of EME owns a 50% partnership interest. The March Point
project sells electricity to Puget Sound Energy, Inc. under two power purchase agreements that expire in 2011
and sells steam to Equilon Enterprises, LLC (a subsidiary of Shell Oil) under a steam supply agreement that
also expires in 2011. March Point purchases a portion of its fuel requirements under long-term contracts with
the remaining requirements purchased at current market prices. March Point’s power sales agreements do not
provide for a price adjustment related to the project’s fuel costs. During the first nine months of 2005, long-
term natural gas prices increased substantially, thereby adversely affecting the future cash flows of the March
Point project. As a result, management concluded that its investment was impaired and recorded a $55 million
charge in 2005.

Loss on Early Extinguishment of Debt

Loss on early extinguishment of debt in 2007 primarily consisted of $241 million relating to the early
repayment of EME’s 7.73% senior notes due June 15, 2009, Midwest Generation’s 8.75% second priority
senior secured notes due May 1, 2034, and MEHC’s 13.5% senior secured notes due July 15, 2008.

Loss on early extinguishment of debt in 2006 primarily consisted of $146 million relating to the early
repayment of substantially all of EME’s 10% senior notes due August 15, 2008 and 9.875% senior notes due
April 15, 2011. Loss on early extinguishment of debt of $25 million in 2005 primarily consisted of a

$20 million loss related to the early repayment of the remaining balance of MEHC’s $385 million term loan
during the first quarter of 2005.

Income Tax Expense (Benefit) — Continuing Operations

In millions For the year ended December 31, 2007 2006 2005
SCE $ 337 $ 438 $ 292
EMG 171 154 162
Edison International (parent) and other (16) (10) 3
Edison International Consolidated $ 492 $ 582 $ 457

Edison International’s composite federal and state statutory tax rate was approximately 40% (net of the federal
benefit for state income taxes) for all years presented. The effective tax rate from continuing operations in
2007 was 30.9%. The decreased effective tax rate was caused primarily by reductions made to the income tax
reserve to reflect progress in an administrative appeals process with the IRS related to SCE’s income tax
treatment of costs associated with environmental remediation, reductions made to the income tax reserves to
reflect settlement of a state tax issue related to the April 2007 State Notice of Proposed Adjustment discussed
below and due to production and low income housing credits at EMG.
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The effective tax rate of 35.0% in 2006 reflected an SCE settlement with the California Franchise Tax Board
regarding a state apportionment issue (see “Other Developments — Federal and State Income Taxes) and
production and low income housing tax credits at EMG, which served to reduce the effective tax rate, but this
was partially offset by additional tax reserve accruals at SCE. The lower effective tax rate of 29.2% in 2005
was primarily due to the favorable resolution of the 1991 — 1993 IRS audit cycle, adjustments made to the tax
reserve to reflect the impact of new IRS regulations and the favorable settlement of other federal and state tax
audit issues at SCE and EMG.,

Edison International and its subsidiaries had California net operating loss carryforwards with expirations dates
beginning in 2012 of $54 million and $69 million at December 31, 2007 and 2006, respectively.

As a matter of course, Edison International is regularly audited by federal, state and foreign taxing authorities.
For further discussion of this matter, see “Other Developments — Federal and State Income Taxes.”

Income from Discontinued Operations

Edison International’s income (loss) from discontinued operations was $(2) million, $97 million, and

$30 million in 2007, 2006, and 2005, respectively. Edison International’s earnings from discontinued
operations of $97 million in 2006 were mainly attributable to distributions from the Lakeland project and
other adjustments related to the disposition of some of EME’s international projects. Earnings from
discontinued operations of $30 million during 2005 primarily reflect positive tax adjustments of $28 million
resulting from the sales of international projects and $24 million in partial dividends from the Lakeland
receivership and other items, partially offset by a charge of $25 million related to a tax indemnity on an
international project sold in 2004.

Cumulative Effect of Accounting Change — Net of Tax

Effective January 1, 2006, Edison International adopted SFAS No. 123(R) that requires the fair value
accounting method for stock-based compensation. Implementation of SFAS No. 123(R) resulted in a

$1 million, after-tax, cumulative-effect adjustment in the first quarter of 2006.

Historical Cash Flow Analysis

The “Historical Cash Flow Analysis” section of this MD&A discusses consolidated cash flows from operating,
financing and investing activities.

Cash Flows from Operating Activities

Net cash provided (used) by operating activities:

In millions For the Year Ended December 31, 2007 2006 2005
Continuing operations $ 3,195 $ 3474 $ 27225
Discontinued operations 2) 94 22

$ 3,193 $ 3,568 $ 2,247

Cash provided by operating activities from continuing operations decreased $279 million in 2007, compared to
2006. The 2007 change reflects an increase of $48 million in required margin and collateral deposits in 2007
for EMG’s hedging and trading activities, compared to a decrease of $625 million in 2006. This change
resulted from an increase in forward market prices in 2007 compared to 2006. The 2007 change also reflects a
decrease in revenue collected from SCE’s customers primarily due to lower rates in 2007, compared to 2006.
On February 14, 2007, SCE reduced its system average rate mainly as the result of estimated lower natural
gas prices in 2007, the refund of overcollections in the ERRA balancing account that occurred in 2006 and the
impact of the redesign of SCE’s tiered rate structure in 2007 (see “SCE: Regulatory Matters—Current
Regulatory Developments—Impact of Regulatory Matters on Customer Rates” for further discussion). Loss on
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early extinguishment of debt in 2007 primarily consisted of $241 million relating to the early repayment of
EME’s 7.73% senior notes due June 15, 2009, Midwest Generation’s 8.75% second priority senior secured
notes due May 1, 2034, and MEHC’s 13.5% senior secured notes due July 15, 2008. The 2007 change was
also due to the timing of cash receipts and disbursements related to working capital items including lower
income taxes paid in 2007, compared to 2006.

The 2006 increase was mainly due to an increase in cash collected from SCE’s customers due to increased
rates and increased sales volume due to warmer weather in 2006, as compared to 2005, which contributed to
higher balancing account overcollections in 2006, as compared to 2005. The 2006 increase was also
attributable to a decrease of $625 million in required margin and collateral deposits in 2006 mainly for EME’s
hedging and trading activities, compared to an increase of $656 million in 2005. The change resulted from a
decrease in forward market prices in 2006 from 2005 and settlement of hedge contracts during 2006. In
addition, the 2006 change was also due to the timing of cash receipts and disbursements related to working
capital items and higher income taxes paid in 2006, compared to 2005.

Cash provided by operating activities from discontinued operations decreased $96 million in 2007 compared to
2006. The 2007 decrease reflects higher distributions received in 2006, compared to 2007, from EME’s
Lakeland power project. See “Discontinued Operations” for more information regarding these distributions.
Cash provided by operating activities from discontinued operations increased $72 million in 2006, compared
to 2005 reflecting higher distributions received in 2006, compared to 2005, from EME’s Lakeland power
project. See “Discontinued Operations” for more information regarding these distributions.

Cash Flows from Financing Activities
Net cash used by financing activities:

In millions For the Year Ended December 31, 2007 2006 2005
Continuing operations $ 877) $ (703) $ (1,244)

Cash used by financing activities from continuing operations mainly consisted of long-term debt issuances
(payments) at SCE and EMG and dividends paid by Edison International to its common shareholders.

Financing activities in 2007 were as follows:
e During 2007, SCE’s net issuance of short-term debt was $500 million;

e In May 2007, EME issued $2.7 billion of senior notes, which was mostly used to repay $587 million of
EME’s outstanding senior notes, repay $1 billion of Midwest Generation’s second priority senior secured
notes, fund a dividend to MEHC which purchased approximately $796 million of its 13.5% senior secured
notes, and repay $328 million of Midwest Generation’s senior secured term loan facility. In addition, EME
and MEHC paid tender premiums and financing costs of $239 million related to the debt refinancing;

e During the fourth quarter of 2007, SCE repaid the remaining outstanding balance of its rate reduction
bonds in the amount of $246 million; and

 Financing activities in 2007 include dividend payments of $283 million paid by Edison International to its
common shareholders.

Financing activities in 2006 included activities related to the rebalancing of SCE’s capital structure and rate
base growth and the reduction of debt at EMG, as follows:

e In January 2006, SCE issued $500 million of first and refunding mortgage bonds which consisted of
$350 million of 5.625% bonds due in 2036 and $150 million of floating rate bonds due in 2009. The
proceeds from this issuance were used in part to redeem $150 million of variable rate first and refunding
mortgage bonds due in January 2006 and $200 million of its 6.375% first and refunding mortgage bonds
due in January 2006;

70



Edison International

In January 2006, SCE issued 2,000,000 shares of 6% Series C preference stock (noncumulative, $100
liquidation value) and received net proceeds of approximately $197 million;

In April 2006, SCE issued $331 million of tax-exempt bonds which consisted of $196 million of 4.10%
bonds which are subject to remarketing in April 2013 and $135 million of 4.25% bonds which are subject
to remarketing in November 2016. The proceeds from this issuance were used to call and redeem

$196 million of tax-exempt bonds due February 2008 and $135 million of tax-exempt bonds due March
2008. This transaction was treated as a noncash financing activity;

In June 2006, EME issued $1 billion of senior notes. The proceeds from this issuance were mostly used to
repay $1 billion of EME’s outstanding senior notes and to pay $139 million for tender premiums and
related fees;

In December 2006, SCE issued $400 million of 5.55% first and refunding mortgage bonds due in 2037.
The proceeds from this issuance were used for general corporate purposes;

During 2006, Midwest Generation had net repayments of $170 million under its credit facility; and

Financing activities in 2006 also included dividend payments of $352 million paid by Edison International
to its common shareholders.

Financing activities in 2005 included activities related to the rebalancing of SCE’s capital structure and the
reduction of debt at EMG.

In January 2005, SCE issued $650 million of first and refunding mortgage bonds which consisted of

$400 million of 5% bonds due in 2016 and $250 million of 5.55% bonds due in 2036. The proceeds from
this issuance were used to redeem the remaining $50,000 of its 8% first and refunding mortgage bonds due
February 2007 (Series 2003A) and $650 million of the $966 million 8% first and refunding mortgage
bonds due February 2007 (Series 2003B);

In January 2005, MEHC repaid the remaining $285 million of its term loan;
In January 2005, EME repaid $150 million of junior subordinated debentures;

In March 2005, SCE issued $203 million of 3.55% pollution control bonds due in 2029. The proceeds from
this issuance were used to redeem $49 million of 7.20% pollution control bonds due in 2021 and

$155 million of 5.875% pollution control bonds due in 2023. This transaction was treated as a noncash
financing activity;

In April 2005, SCE issued 4,000,000 shares of Series A preference stock (noncumulative, 100% liquidation
value) and received net proceeds of approximately $394 million. Approximately $81 million of the
proceeds was used to redeem all the outstanding shares of its 7.23% Series $100 cumulative preferred
stock, and approximately $64 million of the proceeds was used to redeem all the outstanding shares of its
6.05% Series $100 cumulative preferred stock;

In April 2005, EME repaid $302 million related to Midwest Generation’s existing term loan;

In June 2005, SCE issued $350 million of 5.35% first and refunding mortgage bonds due in 2035
(Series 2005E). A portion of the proceeds from this issuance were used to redeem $316 million of its 8%
first and refunding mortgage bonds due in 2007 (Series 2003B);

In August 2005, SCE issued $249 million of variable rate pollution control bonds due in 2035. The
proceeds from this issuance were used to redeem $29 million of 6.90% pollution control bonds due in
2017, $30 million of 6.0% pollution control bonds due in 2027 and $190 million of 6.40% pollution
control bonds due in 2024. This transaction was treated as a noncash financing activity;

In September 2005, SCE issued 2,000,000 shares of Series B preference stock (noncumulative, $100
liquidation value) and received net proceeds of approximately $197 million; and
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* Financing activities in 2005 also include dividend payments of $326 million paid by Edison International
to its common shareholders.

Cash Flows from Investing Activities

Net cash used by investing activities:

In millions For the Year Ended December 31, 2007 2006 2005
Continuing operations $ (2,670) $ (2,963) $ (1,804)
Discontinued operations — — 5

$ (2,670) $ (2.963) $ (1,799)

Cash flows from investing activities are affected by capital expenditures, SCE’s funding of nuclear
decommissioning trusts, and proceeds and maturities of investments.

Investing activities in 2007 reflect $2.28 billion in capital expenditures at SCE, primarily for transmission and
distribution assets, including approximately $123 million for nuclear fuel acquisitions, and $540 million in
capital expenditures at EMG. Investing activities also include higher turbine deposits (net of deposit refunds of
$112 million) at EMG, net maturities and sales of short term investments of $477 million, $22 million towards
the purchase price of new wind projects, $24 million to acquire a 1% interest in twelve designated projects
and the option to purchase the remaining 99%, and $11 million in payments made towards the purchase price
of EMG’s Wildorado wind project during the second quarter of 2007.

Investing activities in 2006 reflect $2.2 billion in capital expenditures at SCE, primarily for transmission and
distribution assets, including approximately $81 million for nuclear fuel acquisitions and $13 million related to
the Mountainview plant, and $310 million in capital expenditures at EMG. In addition, investing activities
include net purchases of marketable securities of $375 million at EMG as well as the receipt of $43 million in
proceeds from the sale of 25% of EME’s ownership interest in the San Juan Mesa wind project. EMG also
paid $18 million towards the purchase price of the Wildorado wind project during the first quarter of 2006.

Investing activities in 2005 reflect $1.8 billion in capital expenditures at SCE, primarily for transmission and
distribution assets, including approximately $59 million for nuclear fuel acquisitions and approximately
$166 million related to the Mountainview plant, and $57 million in capital expenditures at EMG. Investing
activities also include $124 million in proceeds received in 2005 from the sale of EME’s 25% investment in
the Tri Energy project and EME’s 50% investment in the Caliraya-Botocan-Kalayaan project, $154 million
paid towards the purchase price for EME’s San Juan Mesa project in December 2005 and net purchases of
marketable securities of $43 million at EMG.

DISCONTINUED OPERATIONS

On February 3, 2005, EME sold its 25% equity interest in the Tri Energy project pursuant to a Purchase
Agreement, dated December 15, 2004, by and between EME and IPM for approximately $20 million. EME
recorded an impairment charge of approximately $5 million during the fourth quarter of 2004 related to the
planned disposition of this investment. The sale of this investment had no significant effect on net income in
the first quarter of 2005.

On January 10, 2005, EME sold its 50% equity interest in the CBK project pursuant to a Purchase Agreement,
dated November 5, 2004, by and between EME and Corporacion IMPSA S.A. Proceeds from the sale were
approximately $104 million. EME recorded a pre-tax gain on the sale of approximately $9 million during the
first quarter of 2005.

EME previously owned a 220 MW power plant located in the United Kingdom, referred to as the Lakeland
project. An administrative receiver was appointed in 2002 as a result of a default by the project’s counterparty,
a subsidiary of TXU Europe Group plc. Following a claim for termination of the power sales agreement, the
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Lakeland project received a settlement of £116 million (approximately $217 million). EME is entitled to
receive the remaining amount of the settlement after payment of creditor claims. As creditor claims have been
settled, EME has received to date payments of £13 million (approximately $24 million) in 2005, £72 million
(approximately $125 million) in 2006, and £5 million (approximately $10 million) in 2007. The after-tax
income attributable to the Lakeland project was $6 million, $85 million and $24 million for 2007, 2006 and
2005, respectively. Beginning in 2002, EME reported the Lakeland project as discontinued operations and
accounts for its ownership of Lakeland Power on the cost method (earnings are recognized as cash is
distributed from the project).

For all years presented, the results of EME’s international projects, discussed above, have been accounted for
as discontinued operations on the consolidated financial statements in accordance with SFAS No. 144.

There was no revenue from discontinued operations in 2007, 2006 or 2005.The pre-tax earnings (loss) from
discontinued operations was $3 million in 2007, $118 million in 2006 and $(20) million in 2005. The pre-tax
loss from discontinued operations in 2005 included a $9 million gain on sale before taxes.

During the fourth quarter of 2006, EME recorded a tax benefit adjustment of $22 million, which resulted from
resolution of a tax uncertainty pertaining to the ownership interest in a foreign project. EME’s payment of
$34 million during the second quarter of 2006 related to an indemnity to IPM for matters arising out of the
exercise by one of its project partners of a purported right of first refusal resulted in a $3 million additional
loss recorded in 2006. During the fourth quarter of 2005, EME recorded an after-tax charge of $25 million
related to a tax indemnity for a project sold to IPM in December 2004. This charge related to an adverse tax
court ruling in Spain, which the local company appealed. During the third quarter of 2005, EME recorded tax
benefit adjustments of $28 million, which resulted from completion of the 2004 federal and California income
tax returns and quarterly review of tax accruals. Most of the tax adjustments are related to the sale of the
international projects in December 2004. These adjustments (benefits) are included in income from
discontinued operations — net of tax on the consolidated statements of income.

There were no assets or liabilities of discontinued operations at December 31, 2007 and 2006.

ACQUISITIONS AND DISPOSITIONS
Acquisitions

On January 5, 2006, EME completed a transaction with Cielo Wildorado, G.P., LLC and Cielo Capital, L.P. to
acquire a 99.9% interest in Wildorado Wind, L.P., which owns a 161 MW wind farm located in the panhandle
of northern Texas, referred to as the Wildorado wind project. The acquisition included all development rights,
title and interest held by Cielo in the Wildorado wind project, except for a small minority stake in the project
retained by Cielo. The total purchase price was $29 million. This project started construction in April 2006
and commenced commercial operation during April 2007. The acquisition was accounted for utilizing the
purchase method. The fair value of the Wildorado wind project was equal to the purchase price and as a
result, the total purchase price was allocated to property, plant and equipment in Edison International’s
consolidated balance sheet.

On December 27, 2005, EME completed a transaction with Padoma Project Holdings, LLC to acquire a 100%
interest in the San Juan Mesa Wind Project, which owns a 120 MW wind power generation facility located in
New Mexico, referred to as the San Juan Mesa wind project. The total purchase price was $156.5 million. The
acquisition was funded with cash. The acquisition was accounted for utilizing the purchase method. The fair
value of the San Juan Mesa wind project was equal to the purchase price and as a result, the entire purchase
price was allocated to property, plant and equipment in Edison International’s consolidated balance sheet.
Edison International’s consolidated statement of income reflected the operations of the San Juan Mesa project
beginning January 1, 2006. The pro forma effects of the San Juan Mesa wind project acquisition on Edison
International’s consolidated financial statements were not material.
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Dispositions

On March 7, 2006, EME completed the sale of a 25% ownership interest in the San Juan Mesa wind project
to Citi Renewable Investments I LLC, a wholly owned subsidiary of Citicorp North America, Inc. Proceeds
from the sale were $43 million. EME recorded a pre-tax gain on the sale of approximately $4 million during
the first quarter of 2006.

CRITICAL ACCOUNTING ESTIMATES AND POLICIES

The accounting policies described below are viewed by management as critical because their application is the
most relevant and material to Edison International’s results of operations and financial position and these
policies require the use of material judgments and estimates. Many of the critical accounting estimates and
policies discussed below generally do not impact SCE’s earnings since SCE applies accounting principles for
rate-regulated enterprises. However, these critical accounting estimates and policies may impact amounts
reported on the consolidated balance sheets.

Rate Regulated Enterprises

SCE applies SFAS No. 71 to the portion of its operations in which regulators set rates at levels intended to
recover the estimated costs of providing service, plus a return on capital. Due to timing and other differences
in the collection of revenue, these principles allow an incurred cost that would otherwise be charged to
expense by a nonregulated entity to be capitalized as a regulatory asset if it is probable that the cost is
recoverable through future rates; conversely the principles allow creation of a regulatory liability for probable
future costs collected through rates in advance. SCE’s management continually assesses whether the regulatory
assets are probable of future recovery by considering factors such as the current regulatory environment, the
issuance of rate orders on recovery of the specific incurred cost or a similar incurred cost to SCE or other
rate-regulated entities in California, and assurances from the regulator (as well as its primary intervenor
groups) that the incurred cost will be treated as an allowable cost for rate-making purposes. Because current
rates include the recovery of existing regulatory assets and settlement of regulatory liabilities, and rates in
effect are expected to allow SCE to earn a reasonable rate of return, management believes that existing
regulatory assets and liabilities are probable of recovery. This determination reflects the current political and
regulatory climate in California and is subject to change in the future. If future recovery of costs ceases to be
probable, all or part of the regulatory assets and liabilities would have to be written off against current period
earnings. At December 31, 2007, the consolidated balance sheets included regulatory assets of $2.9 billion and
regulatory liabilities of $4.5 billion. Management continually evaluates the anticipated recovery of regulatory
assets, liabilities, and revenue subject to refund and provides for allowances and/or reserves as appropriate.

Derivative Financial Instruments and Hedging Activities

Edison International follows SFAS No. 133 which requires derivative financial instruments to be recorded at
their fair value unless an exception applies. SFAS No. 133 also requires that changes in a derivative’s fair
value be recognized currently in earnings unless specific hedge accounting criteria are met. For derivatives that
qualify for hedge accounting, depending on the nature of the hedge, changes in fair value are either offset by
changes in the fair value of the hedged assets, liabilities or firm commitments through earnings, or recognized
in other comprehensive income until the hedged item is recognized in earnings. The remaining gain or loss on
the derivative instrument, if any, is recognized currently in earnings.

Derivative assets and liabilities are shown at gross amounts on the consolidated balance sheets, except that net
presentation is used when Edison International has the legal right of setoff, such as multiple contracts executed
with the same counterparty under master netting arrangements. The results of derivative activities are recorded
as part of cash flows from operating activities in the consolidated statements of cash flows. Management’s
judgment is required to determine if a transaction meets the definition of a derivative and, if it does, whether
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the normal sales and purchases exception applies or whether individual transactions qualify for hedge
accounting treatment.

Determining whether or not Edison International’s transactions meet the definition of a derivative instrument
requires management to exercise significant judgment, including determining whether the transaction has one
or more underlyings, one or more notional amounts, requires no initial net investment, and whether the terms
require or permit net settlement. If it is determined that the transaction meets the definition of a derivative
instrument, additional management judgment is exercised in determining whether the normal sales and
purchases exception applies or whether individual transactions qualify for hedge accounting treatment, if
elected.

Most of SCE’s QF contracts are not required to be recorded on its balance sheet because they either do not
meet the definition of a derivative or meet the normal purchases and sales exception. However, SCE purchases
power from certain QFs in which the contract pricing is based on a natural gas index, but the power is not
generated with natural gas. The portion of these contracts that is not eligible for the normal purchases and
sales exception under accounting rules is recorded on the balance sheet at fair value, based on financial
models. Unit-specific contracts (signed or modified after June 30, 2003) in which SCE takes virtually all of
the output of a facility are generally considered to be leases under EITF No. 01-8.

EME uses derivative financial instruments for hedging activities and trading purposes. Derivative financial
instruments are mainly utilized to manage exposure from changes in electricity and fuel prices, and interest
rates. The majority of EME’s long-term power sales and fuel supply agreements related to its generation
activities either: (1) do not meet the definition of a derivative, or (2) qualify as normal purchases and sales and
are, therefore, recorded on an accrual basis.

Derivative financial instruments used for trading purposes include forwards, futures, options, swaps and other
financial instruments with third parties. EME records derivative financial instruments used for trading at fair

value. The majority of EME’s derivative financial instruments with a short-term duration (less than one year)
are valued using quoted market prices.

In the absence of quoted market prices, derivative financial instruments are valued considering the time value
of money, volatility of the underlying commodity, and other factors as determined by EME. Resulting gains
and losses are recognized in nonutility power generation revenue in the accompanying consolidated statements
of income in the period of change. Derivative assets include open financial positions related to derivative
financial instruments recorded at fair value, including cash flow hedges, that are “in-the-money” and the
present value of net amounts receivable from structured transactions. Derivative liabilities include open
financial positions related to derivative financial instruments, including cash flow hedges that are “out-of-the-
money.”

For those transactions that meet the definition of a derivative instrument, did not qualify for the normal sales
and purchase exception, and hedge accounting was not elected, determining the fair value requires
management to exercise significant judgment. Edison International makes estimates and assumptions
concerning future commodity prices, load requirements and interest rates in determining the fair value of a
derivative instrument. The fair value of a derivative is susceptible to significant change resulting from a
number of factors, including volatility of commodity prices, credit risks, market liquidity and discount rates.
See “SCE: Market Risk Exposures” and “EMG: Market Risk Exposures” for a description of risk management
activities and sensitivities to change in market prices.

Income Taxes

Edison International’s eligible subsidiaries are included in Edison International’s consolidated federal income
tax and combined state tax returns. Edison International has tax-allocation and payment agreements with

certain of its subsidiaries. For subsidiaries other than SCE, the right of a participating subsidiary to receive or
make a payment and the amount and timing of tax-allocation payments are dependent on the inclusion of the
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subsidiary in the consolidated income tax returns of Edison International and other factors including the
consolidated taxable income of Edison International and its includible subsidiaries, the amount of taxable
income or net operating losses and other tax items of the participating subsidiary, as well as the other
subsidiaries of Edison International. There are specific procedures regarding allocations of state taxes. Each
subsidiary is eligible to receive tax-allocation payments for its tax losses or credits only at such time as Edison
International and its subsidiaries generate sufficient taxable income to be able to utilize the participating
subsidiary’s losses in the consolidated tax return of Edison International. Under an income tax-allocation
agreement approved by the CPUC, SCE’s tax liability is computed as if it filed a separate return.

The SFAS No. 109, Accounting for Income Taxes, requires the asset and liability approach for financial
accounting and reporting for deferred income taxes. Edison International uses the asset and liability method of
accounting for deferred income taxes and provides deferred income taxes for all significant income tax
temporary differences. FIN 48 clarifies the accounting for uncertain tax positions. FIN 48 (adopted on

January 1, 2007) requires an enterprise to recognize, in its financial statements, the best estimate of the impact
of a tax position by determining if the weight of the available evidence indicates it is more likely than not,
based solely on the technical merits, that the position will be sustained on audit. Management continues to
monitor and assess new income tax developments.

As part of the process of preparing its consolidated financial statements, Edison International is required to
estimate its income taxes in each jurisdiction in which it operates. This process involves estimating actual
current tax expense together with assessing temporary differences resulting from differing treatment of items,
such as depreciation, for tax and accounting purposes. These differences result in deferred tax assets and
liabilities, which are included within Edison International’s consolidated balance sheet. Edison International
takes certain tax positions it believes are applied in accordance with tax laws. The application of these
positions is subject to interpretation and audit by the IRS. As further described in “Other Developments —
Federal and State Income Taxes,” the IRS has raised issues in the audit of Edison International’s tax returns
with respect to certain leveraged leases at Edison Capital.

Investment tax credits are deferred and amortized over the lives of the related properties. Energy tax credits
are also deferred and amortized over the term of the power purchase agreement of the respective project while
production tax credits are recognized when earned. EME’s investments in wind-powered electric generation
projects qualify for federal production tax credits under Section 45 of the Internal Revenue Code. Such credits
are allowable for production during the 10-year period after a qualifying wind energy facility is placed into
service. Certain of EME’s wind projects also qualify for state tax credits which are accounted for similarly as
federal production tax credits.

Accounting for tax obligations requires judgments, including estimating reserves for potential adverse
outcomes regarding tax positions that have been taken. Management uses judgment in determination of
whether the evidence indicates it is more likely than not, based solely on the technical merits, that the position
will be sustained on audit. Management continually evaluates its income tax exposures and provides for
allowances and/or reserves as appropriate, reflected in the caption “accrued taxes” on the consolidated balance
sheets. Income tax expense includes the current tax liability from operations and the change in deferred
income taxes during the year. Interest expense and penalties associated with income taxes are reflected in the
caption “Income tax expense” on the consolidated statements of income. See “New Accounting
Pronouncements.”

Off-Balance Sheet Financing

EME has entered into sale-leaseback transactions related to the Powerton and Joliet plants in Illinois and the
Homer City facilities in Pennsylvania (See “Off-Balance Sheet Transactions™). Each of these transactions was
completed and accounted for in accordance with SFAS No. 98, which requires, among other things, that all the
risk and rewards of ownership of assets be transferred to a new owner without continuing involvement in the
assets by the former owner other than as normal for a lessee. The sale-leaseback transactions of these power
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plants were complex matters that involved management judgment to determine compliance with SFAS No. 98,
including the transfer of all the risk and rewards of ownership of the power plants to the new owner without
EME’s continuing involvement other than as normal for a lessee. These transactions were entered into to
provide a source of capital either to fund the original acquisition of the assets or to repay indebtedness
previously incurred for the acquisition. Each of these leases uses special purpose entities.

Based on existing accounting guidance, EME does not record these lease obligations in its consolidated
balance sheets. If these transactions were required to be consolidated as a result of future changes in
accounting guidance, it would: (1) increase property, plant and equipment and long-term obligations in the
consolidated financial position, and (2) impact the pattern of expense recognition related to these obligations
because EME would likely change from its current straight-line recognition of rental expense to recognition of
the straight-line depreciation on the leased assets as well as the interest component of the financings which is
weighted more heavily toward the early years of the obligations. The difference in expense recognition would
not affect EME’s cash flows under these transactions. See “Off-Balance Sheet Transactions.”

Edison Capital has entered into lease transactions, as lessor, related to various power generation, electric
transmission and distribution, transportation and telecommunications assets. All of the debt under Edison
Capital’s leveraged leases is nonrecourse and is not recorded on Edison International’s balance sheets in
accordance with SFAS No. 13, Accounting for Leases.

Partnership investments, in which Edison International owns a percentage interest and does not have
operational control or significant voting rights, are accounted for under the equity method as required by
Accounting Principles Board Opinion No. 18, The Equity Method of Accounting for Investments in Common
Stock. As such, the project assets and liabilities are not consolidated on the balance sheets. Rather, the
financial statements reflect only the proportionate ownership share of net income or loss. See “Off-Balance
Sheet Transactions.”

Asset Impairment

Edison International evaluates the impairment of its investments in projects and other long-lived assets based
on a review of estimated cash flows expected to be generated whenever events or changes in circumstances
indicate the carrying amount of such investments or assets may not be recoverable. If the carrying amount of
the investment or asset exceeds the amount of the expected future cash flows, undiscounted and without
interest charges, then an impairment loss for investments in projects and other long-lived assets is recognized
in accordance with Accounting Principles Board Opinion No. 18, The Equity Method of Accounting for
Investments in Common Stock and SFAS No. 144, respectively. In accordance with SFAS No. 71, SCE’s
impaired assets are recorded as a regulatory asset if it is deemed probable that such amounts will be recovered
from the ratepayers.

The assessment of impairment is a critical accounting estimate because significant management judgment is
required to determine: (1) if an indicator of impairment has occurred, (2) how assets should be grouped, (3) the
forecast of undiscounted expected future cash flow over the asset’s estimated useful life to determine if an
impairment exists, and (4) if an impairment exists, the fair value of the asset or asset group. Factors that
Edison International considers important, which could trigger an impairment, include operating losses from a
project, projected future operating losses, the financial condition of counterparties, or significant negative
industry or economic trends. During 2005, EME recorded impairment charges of $55 million related to
specific assets included in continuing operations. See “Results of Operations and Historical Cash Flow
Analysis — Results of Operations — Operating Expenses — Impairment Loss on Equity Method Investment
and Loss on Lease Termination.”

Nuclear Decommissioning

Edison International’s legal AROs related to the decommissioning of SCE’s nuclear power facilities are
recorded at fair value. The fair value of decommissioning SCE’s nuclear power facilities are based on site-
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specific studies performed in 2005 for SCE’s San Onofre and Palo Verde nuclear facilities. Changes in the
estimated costs or timing of decommissioning, or the assumptions underlying these estimates, could cause
material revisions to the estimated total cost to decommission these facilities. SCE estimates that it will spend
approximately $11.5 billion through 2049 to decommission its active nuclear facilities. This estimate is based
on SCE’s decommissioning cost methodology used for rate-making purposes, escalated at rates ranging from
1.7% to 7.5% (depending on the cost element) annually.

Nuclear decommissioning costs are recovered in utility rates. These costs are expected to be funded from
independent decommissioning trusts, which effective January 2007, receive contributions of approximately
$46 million per year. As of December 31, 2007, the decommissioning trust balance was $3.4 billion.
Contributions to the decommissioning trusts are reviewed every three years by the CPUC. The contributions
are determined based on an analysis of the current value of trust assets and long-term forecasts of cost
escalation, the estimate and timing of decommissioning costs, and after-tax return on trust investments.
Favorable or unfavorable investment performance in a period will not change the amount of contributions for
that period. However, trust performance for the three years leading up to a CPUC review proceeding will
provide input into future contributions. The CPUC has set certain restrictions related to the investments of
these trusts. If additional funds are needed for decommissioning, it is probable that the additional funds will
be recoverable through customer rates. Trust funds are recorded on the balance sheet at market value.

SCE’s nuclear decommissioning trusts are accounted for in accordance with SFAS No. 115, Accounting for
Certain Investments in Debt and Equity Securities, and due to regulatory recovery of SCE’s nuclear
decommissioning expense, rate-making accounting treatment is applied to all nuclear decommissioning trust
activities in accordance with SFAS No. 71. As a result, nuclear decommissioning activities do not affect SCE’s
earnings.

SCE’s nuclear decommissioning trust investments are classified as available-for-sale. SCE has debt and equity
investments for the nuclear decommissioning trust funds. Contributions, earnings, and realized gains and losses
(including other than temporary impairments) are recognized as revenue, and due to regulatory accounting
treatment, also represent an increase in the nuclear obligation and increase decommissioning expense.
Unrealized gains and losses on decommissioning trust funds increase or decrease the trust asset and the related
regulatory asset or liability and have no impact on revenue or decommissioning expense. SCE reviews each
security for other-than-temporary impairment losses on the last day of the current month and the last day of
the prior month. If the fair value on both days is less than the cost of that security, SCE will recognize a
realized loss for the other-than-temporary impairment. If the fair value is greater or less than the cost for that
security at the time of sale, SCE will recognize a related realized gain or loss, respectively.

Decommissioning of San Onofre Unit 1 is underway. All of SCE’s San Onofre Unit 1 decommissioning costs
will be paid from its nuclear decommissioning trust funds, subject to CPUC review. The estimated remaining
cost to decommission San Onofre Unit 1 of $89 million as of December 31, 2007 is recorded as an ARO
liability.

Pensions and Postretirement Benefits Other than Pensions

SFAS No. 158 requires companies to recognize the overfunded or underfunded status of defined benefit
pension and other postretirement plans as assets and liabilities in the balance sheet; the assets and/or liabilities
are normally offset through other comprehensive income (loss). Edison International adopted SFAS No. 158 as
of December 31, 2006. In accordance with SFAS No. 71, Edison International recorded regulatory assets and
liabilities instead of charges and credits to other comprehensive income (loss) for its postretirement benefit
plans that are recoverable in utility rates. SFAS No. 158 also requires companies to align the measurement
dates for their plans to their fiscal year-ends. Edison International already has a fiscal year-end measurement
date for all of its postretirement plans.

Pension and other postretirement obligations and the related effects on results of operations are calculated
using actuarial models. Two critical assumptions, discount rate and expected return on assets, are important
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elements of plan expense and liability measurement. Additionally, health care cost trend rates are critical
assumptions for postretirement health care plans. These critical assumptions are evaluated at least annually.
Other assumptions, such as retirement, mortality and turnover, are evaluated periodically and updated to reflect
actual experience.

The discount rate enables Edison International to state expected future cash flows at a present value on the
measurement date. Edison International selects its discount rate by performing a yield curve analysis. This
analysis determines the equivalent discount rate on projected cash flows, matching the timing and amount of
expected benefit payments. Three yield curves were considered: two corporate yield curves (Citigroup and
AON) and a curve based on treasury rates (plus 90 basis points). Edison International also compares the yield
curve analysis against the Moody’s AA Corporate bond rate. At the December 31, 2007 measurement date,
Edison International used a discount rate of 6.25% for both pensions and PBOPs.

To determine the expected long-term rate of return on pension plan assets, current and expected asset
allocations are considered, as well as historical and expected returns on plan assets. The expected rate of
return on plan assets was 7.5% for pensions and 7.0% for PBOP. A portion of PBOP trusts asset returns are
subject to taxation, so the 7.0% rate of return on plan assets above is determined on an after-tax basis. Actual
time-weighted, annualized returns on the pension plan assets were 8.8%, 14.7% and 9.6% for the one-year,
five-year and ten-year periods ended December 31, 2007, respectively. Actual time-weighted, annualized
returns on the PBOP plan assets were 6.9%, 12.6%, and 6.8% over these same periods. Accounting principles
provide that differences between expected and actual returns are recognized over the average future service of
employees.

SCE accounts for about 93% of Edison International’s total pension obligation, and 96% of its assets held in
trusts, at December 31, 2007. SCE records pension expense equal to the amount funded to the trusts, as
calculated using an actuarial method required for rate-making purposes, in which the impact of market
volatility on plan assets is recognized in earnings on a more gradual basis. Any difference between pension
expense calculated in accordance with rate-making methods and pension expense calculated in accordance
with SFAS No. 87, Employers’ Accounting for Pensions, and SFAS No. 158 is accumulated as a regulatory
asset or liability, and will, over time, be recovered from or returned to customers. As of December 31, 2007,
this cumulative difference amounted to a regulatory liability of $75 million, meaning that the rate-making
method has recognized $75 million more in expense than the accounting method since implementation of
SFAS No. 87 in 1987.

Edison International’s pension and PBOP plans are subject to the limits established for federal tax
deductibility. SCE funds its pension and PBOP plans in accordance with amounts allowed by the CPUC.
Executive pension plans and nonutility PBOP plans have no plan assets.

At December 31, 2007, Edison International’s PBOP plans had a $2.3 billion benefit obligation. Total expense
for these plans was $57 million for 2007. The health care cost trend rate is 9.25% for 2007, gradually
declining to 5.0% for 2015 and beyond. Increasing the health care cost trend rate by one percentage point
would increase the accumulated obligation as of December 31, 2007 by $273 million and annual aggregate
service and interest costs by $20 million. Decreasing the health care cost trend rate by one percentage point
would decrease the accumulated obligation as of December 31, 2007 by $243 million and annual aggregate
service and interest costs by $18 million.

NEW ACCOUNTING PRONOUNCEMENTS

Accounting Pronouncements Adopted

In July 2006, the FASB issued FIN 48 which clarifies the accounting for uncertain tax positions. FIN 48
requires an enterprise to recognize, in its financial statements, the best estimate of the impact of a tax position
by determining if the weight of the available evidence indicates it is more likely than not, based solely on the
technical merits, that the position will be sustained on audit. Edison International adopted FIN 48 effective
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January 1, 2007. Implementation of FIN 48 resulted in a cumulative-effect adjustment that increased retained
earnings by $250 million upon adoption. Edison International will continue to monitor and assess new income
tax developments including the IRS’ challenge of the sale/leaseback and lease/leaseback transactions discussed
in “Other Developments — Federal and State Income Taxes.”

In July 2006, the FASB issued an FSP on accounting for a change in the timing of cash flows related to
income taxes generated by a leverage lease transaction (FSP FAS 13-2). Edison International adopted FSP
FAS 13-2 effective January 1, 2007. The adoption did not have any impact on Edison International’s
consolidated financial statements.

Accounting Pronouncements Not Yet Adopted

In April 2007, the FASB issued FIN 39-1. FIN 39-1 amends paragraph 3 of FIN No. 39 to replace the terms
conditional contracts and exchange contracts with the term derivative instruments as defined in SFAS No. 133.
FIN 39-1 also states that under master netting arrangements if collateral is based on fair value, then it must be
netted with the fair value of derivative assets/liabilities if an entity qualified and elected the option to net those
amounts. Edison International will adopt FIN 39-1 in the first quarter of 2008. The adoption is expected to
result in netting a portion of margin and cash collateral deposits with derivative liabilities on Edison
International’s consolidated balance sheets, but will have no impact on Edison International’s consolidated
statements of income.

In February 2007, the FASB issued SFAS No. 159, which provides an option to report eligible financial assets
and liabilities at fair value, with changes in fair value recognized in earnings. Edison International will adopt
this pronouncement in the first quarter of 2008 and may elect to report certain financial assets and liabilities at
fair value. The adoption is not expected to result in a cumulative-effect adjustment to retained earnings.

In September 2006, the FASB issued SFAS No. 157, which clarifies the definition of fair value, establishes a
framework for measuring fair value and expands the disclosures on fair value measurements. Edison
International will adopt SFAS No. 157 in the first quarter of 2008. The adoption is not expected to result in
any retrospective adjustments to its financial statements. The accounting requirements for employers’ pension
and other postretirement benefit plans is effective at the end of 2008 which is the next measurement date for
these benefit plans. The effective date will be January 1, 2009 for asset retirement obligations and other
nonfinancial liabilities which are not measured or disclosed on a recurring basis (at least annually).

In December 2007, the FASB issued SFAS No. 141(R), which establishes principles and requirements for how
the acquirer in a business combination recognizes and measures in its financial statements the identifiable
assets acquired, the liabilities assumed and any noncontrolling interest in the acquiree at the acquisition date
fair value. SFAS No. 141(R) determines what information to disclose to enable users of the financial
statements to evaluate the nature and financial effects of the business combination. SFAS No. 141(R) applies
prospectively to business combinations for which the acquisition date is on or after fiscal years beginning on
or after January 1, 2009.

In December 2007, the FASB issued SFAS No. 160, which requires an entity to clearly identify and present
ownership interests in subsidiaries held by parties other than the entity in the consolidated financial statements
within the equity section but separate from the entity’s equity. It also requires the amount of consolidated net
income attributable to the parent and to the noncontrolling interest to be clearly identified and presented on
the face of the consolidated statement of income; changes in ownership interest be accounted for similarly as
equity transactions; and, when a subsidiary is deconsolidated, any retained noncontrolling equity investment in
the former subsidiary and the gain or loss on the deconsolidation of the subsidiary be measured at fair value.
Edison International will adopt SFAS No. 160 on January 1, 2009 and is currently evaluating the impact of
adopting SFAS No. 160 on its consolidated financial statements. In accordance with this standard, Edison
International will reclassify minority interest to a component of shareholder’s equity (at December 31, 2007
this amount was $295 million).
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COMMITMENTS, GUARANTEES AND INDEMNITIES

Edison International’s commitments as of December 31, 2007, for the years 2008 through 2012 and thereafter
are estimated below:

In millions 2008 2009 2010 2011 2012 Thereafter
Long-term debt maturities and

interest'” $ 574 $ 724 $ 841 $ 538 $ 539 §$ 14,371
Fuel supply contract payments 541 407 223 77 73 243
Gas and coal transportation payments 253 168 172 8 8 43
Purchased-power capacity payments 410 324 294 290 339 1,152
Operating lease obligations 980 1,056 1,001 765 598 3,897
Capital lease obligations 4 3 4 1 1 7
Turbine commitments 484 540 49 — — —
Capital improvements 249 — — — — —
Other commitments 34 28 29 18 10 27
Employee benefit plans

contributions'? 110 — — — — —
Total®” $ 3,639 $3250 $2613 $ 1,697 $ 1,568 $ 19,740

" Amount includes scheduled principal payments for debt outstanding as of December 31, 2007 and related

forecast interest payments over the applicable period of the debt.

" Amount includes estimated contributions to the pension and PBOP plans. The estimated contributions for

EME and SCE are not available beyond 2008.

At December 31, 2007, Edison International had a total net liability recorded for uncertain tax positions of
$374 million, which is excluded from the table. Edison International cannot make reliable estimates of the

cash flows by period due to uncertainty surrounding the timing of resolving these open tax issues with the
IRS.

3)

Fuel Supply Contracts

SCE has fuel supply contracts which require payment only if the fuel is made available for purchase. SCE has
a coal fuel contract that requires payment of certain fixed charges whether or not coal is delivered.

At December 31, 2007, Midwest Generation and EME Homer City had fuel purchase commitments with
various third-party suppliers. The minimum commitments are based on the contract provisions, which consist
of fixed prices, subject to adjustment clauses. For further discussion, see “EMG: Market Risk Exposures —
Commodity Price Risk — Coal Price Risk.”

Gas and Coal Transportation

At December 31, 2007, EME had a contractual commitment to transport natural gas. EME is committed to
pay its share of fixed monthly capacity charges under its gas transportation agreement, which has a remaining
contract length of 10 years.

At December 31, 2007, EME’s subsidiaries had contractual commitments for the transport of coal to their
respective facilities. Midwest Generation’s primary contract is with Union Pacific Railroad (and various
delivering carriers) which extends through 2011. Midwest Generation commitments under this agreement are
based on actual coal purchases from the PRB. Accordingly, Midwest Generation’s contractual obligations for
transportation are based on coal volumes set forth in their fuel supply contracts. EME Homer City
commitments under its agreements are based on the contract provisions, which consist of fixed prices, subject
to adjustment clauses.
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Power-Purchase Contracts

SCE has power-purchase contracts with certain QFs (cogenerators and small power producers) and other
power producers. These contracts provide for capacity payments if a facility meets certain performance
obligations and energy payments based on actual power supplied to SCE (the energy payments are not
included in the table above). There are no requirements to make debt-service payments. In an effort to replace
higher-cost contract payments with lower-cost replacement power, SCE has entered into purchased-power
settlements to end its contract obligations with certain QFs. The settlements are reported as power purchase
contracts on the consolidated balance sheets.

Operating and Capital Leases

In accordance with EITF No. 01-8, power contracts signed or modified after June 30, 2003, need to be
assessed for lease accounting requirements. Unit specific contracts in which SCE takes virtually all of the
output of a facility are generally considered to be leases. As of December 31, 2005, SCE had six power
contracts classified as operating leases. In 2006, SCE modified 62 power contracts. No contracts were
modified in 2007. The modifications to the contracts resulted in a change to the contractual terms of the
contracts at which time SCE reassessed these power contracts under EITF No. 01-8 and determined that the
contracts are leases and subsequently met the requirements for operating leases under SFAS No. 13. These
power contracts had previously been grandfathered relative to EITF No. 01-8 and did not meet the normal
purchases and sales exception. As a result, these contracts were recorded on the consolidated balance sheets at
fair value in accordance with SFAS No. 133. The fair value changes for these power purchase contracts were
previously recorded in purchased-power expense and offset through the provision for regulatory adjustment
clauses — net; therefore, fair value changes did not affect earnings. At the time of modification, SCE had assets
and liabilities related to mark-to-market gains or losses. Under SFAS No. 133, the assets and liabilities were
reclassified to a lease prepayment or accrual and were included in the cost basis of the lease. The lease
prepayment and accruals are being amortized over the life of the lease on a straight-line basis. At

December 31, 2007, the net liability was $59 million. At December 31, 2007, SCE had 67 power contracts
classified as operating leases. Operating lease expense for power purchases was $297 million in 2007,

$188 million in 2006, and $68 million in 2005. In addition, SCE executed a power purchase contract in late
2005 and an additional power purchase contract in June 2007 which met the requirements for capital leases.
These capital leases have a net commitment of $20 million at December 31, 2007 and $13 million at
December 31, 2006. SCE’s capital lease executory costs and interest expense was $2 million in 2007 and

$3 million in 2006.

At December 31, 2007, minimum operating lease payments were primarily related to long-term leases for the
Powerton and Joliet Stations and the Homer City facilities. During 2000, EME entered into sale-leaseback
transactions for two power facilities, the Powerton and Joliet coal-fired stations located in Illinois, with third-
party lessors. During the fourth quarter of 2001, EME entered into a sale-leaseback transaction for the Homer
City coal-fired facilities located in Pennsylvania, with third-party lessors. Total minimum lease payments
during the next five years are $337 million in 2008, $336 million in 2009, $325 million in 2010, $311 million
in 2011, $311 million in 2012, and the minimum lease payments due after 2012 are $2.3 billion. For further
discussion, see “Off-Balance Sheet Transactions — Sale-Leaseback Transactions.”

Edison International has other operating leases for office space, vehicles, property and other equipment (with
varying terms, provisions and expiration dates).
Turbine Commitments

At December 31, 2007, EME had entered into agreements with vendors securing 483 wind turbines

(1,076 MW) with remaining commitments of $481 million in 2008, $540 million in 2009 and $49 million in
2010. At December 31, 2007 and 2006, EME had recorded wind turbine deposits of $189 million and

$143 million, respectively, included in other long-term assets in its consolidated balance sheets. In addition,
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EME had 30 wind turbines (90 MW) in temporary storage to be used for future wind projects with remaining
commitments of $3 million in 2008. At December 31, 2007, EME had recorded $84 million related to these
wind turbines included in other long-term assets in its consolidated balance sheets.

Capital Improvements

At December 31, 2007, EME’s subsidiaries had firm commitments for capital and construction expenditures.
The majority of these expenditures relate to the construction of wind projects. These expenditures are planned
to be financed by cash on hand, cash generated from operations or existing subsidiary credit agreements.

Other Commitments

SCE has an unconditional purchase obligation for firm transmission service from another utility. Minimum
payments are based, in part, on the debt-service requirements of the transmission service provider, whether or
not the transmission line is operable. The contract requires minimum payments of $53 million through 2016
(approximately $6 million per year).

As of December 31, 2007, standby letters of credit aggregated to $97 million and were scheduled to expire as
follows: $89 million in 2008 and $8 million in 2009.

Guarantees and Indemnities

Edison International’s subsidiaries have various financial and performance guarantees and indemnifications
which are issued in the normal course of business. As discussed below, these contracts included performance
guarantees, guarantees of debt and indemnifications.

Tax Indemnity Agreements

In connection with the sale-leaseback transactions that EME has entered into related to the Powerton and
Joliet Stations in Illinois, the Collins Station in Illinois, and the Homer City facilities in Pennsylvania, EME
and several of its subsidiaries entered into tax indemnity agreements. Under these tax indemnity agreements,
these entities agreed to indemnify the lessors in the sale-leaseback transactions for specified adverse tax
consequences that could result in certain situations set forth in each tax indemnity agreement, including
specified defaults under the respective leases. The potential indemnity obligations under these tax indemnity
agreements could be significant. Due to the nature of these potential obligations, EME cannot determine a
maximum potential liability which would be triggered by a valid claim from the lessors. EME has not
recorded a liability related to these indemnities. In connection with the termination of the Collins Station lease
in April 2004, Midwest Generation continues to have obligations under the tax indemnity agreement with the
former lease equity investor.

Indemnities Provided as Part of the Acquisition of the Illinois Plants

In connection with the acquisition of the Illinois plants, EME agreed to indemnify Commonwealth Edison
with respect to specified environmental liabilities before and after December 15, 1999, the date of sale. The
indemnification claims are reduced by any insurance proceeds and tax benefits related to such claims and are
subject to a requirement that Commonwealth Edison takes all reasonable steps to mitigate losses related to any
such indemnification claim. Due to the nature of the obligation under this indemnity, a maximum potential
liability cannot be determined. This indemnification for environmental liabilities is not limited in term and
would be triggered by a valid claim from Commonwealth Edison. Except as discussed below, EME has not
recorded a liability related to this indemnity.

Midwest Generation entered into a supplemental agreement with Commonwealth Edison and Exelon
Generation on February 20, 2003 to resolve a dispute regarding interpretation of its reimbursement obligation
for asbestos claims under the environmental indemnities set forth in the Asset Sale Agreement. Under this
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supplemental agreement, Midwest Generation agreed to reimburse Commonwealth Edison and Exelon
Generation for 50% of specific asbestos claims pending as of February 2003 and related expenses less
recovery of insurance costs, and agreed to a sharing arrangement for liabilities and expenses associated with
future asbestos-related claims as specified in the agreement. As a general matter, Commonwealth Edison and
Midwest Generation apportion responsibility for future asbestos-related claims based upon the number of
exposure sites that are Commonwealth Edison locations or Midwest Generation locations. The obligations
under this agreement are not subject to a maximum liability. The supplemental agreement had an initial five-
year term with an automatic renewal provision for subsequent one-year terms (subject to the right of either
party to terminate); pursuant to the automatic renewal provision, it has been extended until February 2009.
Payments are made under this indemnity upon tender by Commonwealth Edison of appropriate proof of
liability for an asbestos-related settlement, judgment, verdict, or expense. There were approximately 207 cases
for which Midwest Generation was potentially liable and that had not been settled and dismissed at
December 31, 2007. Midwest Generation had recorded a $54 million liability at December 31, 2007 related to
this matter.

Midwest Generation engaged an independent actuary in 2004 to complete an estimate of future losses. Based
on the actuary’s analysis, Midwest Generation recorded an undiscounted liability for its indemnity for future
asbestos claims through 2045. During the fourth quarter of 2007, the actuary report was updated and the
liability reduced by $9 million. In calculating future losses, the actuary made various assumptions, including
but not limited to, the settlement of future claims under the supplemental agreement with Commonwealth
Edison as described above, the distribution of exposure sites, and that no asbestos claims will be filed after
2044.

The amounts recorded by Midwest Generation for the asbestos-related liability are based upon a number of
assumptions. Future events, such as the number of new claims to be filed each year, the average cost of
disposing of claims, as well as the numerous uncertainties surrounding asbestos litigation in the United States,
could cause the actual costs to be higher or lower than projected.

Indemnity Provided as Part of the Acquisition of the Homer City Facilities

In connection with the acquisition of the Homer City facilities, EME Homer City agreed to indemnify the
sellers with respect to specific environmental liabilities before and after the date of sale. Payments would be
triggered under this indemnity by a claim from the sellers. EME guaranteed the obligations of EME Homer
City. Due to the nature of the obligation under this indemnity provision, it is not subject to a maximum
potential liability and does not have an expiration date. EME has not recorded a liability related to this
indemnity.

Indemnities Provided under Asset Sale Agreements

The asset sale agreements for the sale of EME’s international assets contain indemnities from EME to the
purchasers, including indemnification for taxes imposed with respect to operations of the assets prior to the
sale and for pre-closing environmental liabilities. Not all indemnities under the asset sale agreements have
specific expiration dates. Payments would be triggered under these indemnities by valid claims from the
sellers or purchasers, as the case may be. At December 31, 2007, EME had recorded a liability of $101 million
related to these matters.

In connection with the sale of various domestic assets, EME has from time to time provided indemnities to the
purchasers for taxes imposed with respect to operations of the asset prior to the sale. EME has also provided
indemnities to purchasers for items specified in each agreement (for example, specific pre-existing litigation
matters and/or environmental conditions). Due to the nature of the obligations under these indemnity
agreements, a maximum potential liability cannot be determined. Not all indemnities under the asset sale
agreements have specific expiration dates. Payments would be triggered under these indemnities by valid
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claims from the sellers or purchasers, as the case may be. At December 31, 2007, EME had recorded a
liability of $12 million related to these matters.

Capacity Indemnification Agreements

EME has guaranteed, jointly and severally with Texaco Inc., the obligations of March Point Cogeneration
Company under its project power sales agreements to repay capacity payments to the project’s power
purchaser in the event that the power sales agreements terminate, March Point Cogeneration Company
abandons the project, or the project fails to return to normal operations within a reasonable time after a
complete or partial shutdown, during the term of the power sales agreements. The obligations under this
indemnification agreement as of December 31, 2007, if payment were required, would be $73 million. EME
has not recorded a liability related to this indemnity.

Indemnity Provided as Part of the Acquisition of Mountainview

In connection with the acquisition of Mountainview, SCE agreed to indemnify the seller with respect to
specific environmental claims related to SCE’s previously owned San Bernardino Generating Station, divested
by SCE in 1998 and reacquired as part of the Mountainview acquisition. SCE retained certain responsibilities
with respect to environmental claims as part of the original divestiture of the station. The aggregate liability
for either party to the purchase agreement for damages and other amounts is a maximum of $60 million. This
indemnification for environmental liabilities expires on or before March 12, 2033. SCE has not recorded a
liability related to this indemnity.

Mountainview Filter Cake Indemnity

Mountainview owns and operates a power plant in Redlands, California. The plant utilizes water from on-site
groundwater wells and City of Redlands (city) recycled water for cooling purposes. Unrelated to the operation
of the plant, this water contains perchlorate. The pumping of the water removes perchlorate from the aquifer
beneath the plant and concentrates it in the plant’s wastewater treatment “filter cake.” Use of this impacted
groundwater for cooling purposes was mandated by Mountainview’s California Energy Commission permit.
Mountainview has indemnified the city for cleanup or associated actions related to groundwater contaminated
by perchlorate due to the disposal of filter cake at the city’s solid waste landfill. The obligations under this
agreement are not limited to a specific time period or subject to a maximum liability. SCE has not recorded a
liability related to this guarantee.

Other Edison International Indemnities

Edison International provides other indemnifications through contracts entered into in the normal course of
business. These are primarily indemnifications against adverse litigation outcomes in connection with
underwriting agreements, and specified environmental indemnities and income taxes with respect to assets
sold. Edison International’s obligations under these agreements may be limited in terms of time and/or
amount, and in some instances Edison International may have recourse against third parties for certain
indemnities. The obligated amounts of these indemnifications often are not explicitly stated, and the overall
maximum amount of the obligation under these indemnifications cannot be reasonably estimated. Edison
International has not recorded a liability related to these indemnities.

OFF-BALANCE SHEET TRANSACTIONS

This section of the MD&A discusses off-balance sheet transactions at EMG. SCE does not have off-balance
sheet transactions. Included are discussions of investments accounted for under the equity method for both
subsidiaries, as well as sale-leaseback transactions at EME, EME’s obligations to one of its subsidiaries, and
leveraged leases at Edison Capital.
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Investments Accounted for under the Equity Method

EMG has a number of investments in power projects and partnership investments in which it does not have
operational control or significant voting rights that are accounted for under the equity method. Under the
equity method, the project assets and related liabilities are not consolidated in Edison International’s
consolidated balance sheet. Rather, Edison International’s financial statements reflect its investment in each
entity and it records only its proportionate ownership share of net income or loss. These investments are of
three principal categories.

Historically, EME has invested in qualifying facilities, those which produce electrical energy and steam, or
other forms of energy, and which meet the requirements set forth in PURPA. Prior to the passage of the EPAct
2005, these regulations limited EME’s ownership interest in qualifying facilities to no more than 50% due to
EME’s affiliation with SCE, a public utility. For this reason, EME owns a number of domestic energy projects
through partnerships in which it has a 50% or less ownership interest.

Entities formed to own these projects are generally structured with a management committee or board of
directors in which EME exercises significant influence but cannot exercise unilateral control over the
operating, funding or construction activities of the project entity. EME’s energy projects have generally
secured long-term debt to finance the assets constructed and/or acquired by them. These financings generally
are secured by a pledge of the assets of the project entity, but do not provide for any recourse to EME.
Accordingly, a default on a long-term financing of a project could result in foreclosure on the assets of the
project entity resulting in a loss of some or all of EME’s project investment, but would generally not require
EME to contribute additional capital. At December 31, 2007, entities which EME has accounted for under the
equity method had indebtedness of $359 million, of which $159 million is proportionate to EME’s ownership
interest in these projects.

Edison Capital has invested in affordable housing projects utilizing partnership or limited liability companies
in which Edison Capital is a limited partner or limited liability member. In these entities, Edison Capital
usually owns a 99% interest. With a few exceptions, an unrelated general partner or managing member
exercises operating control; voting rights of Edison Capital are limited by agreement to certain significant
organizational matters. Edison Capital has subsequently sold a majority of these interests to unrelated third
party investors through syndication partnerships in which Edison Capital has retained an interest, with one
exception, of less than 20%. The debt of those partnerships and limited liability companies is secured by real
property and is nonrecourse to Edison Capital, except in limited cases where Edison Capital has guaranteed
the debt. At December 31, 2007, Edison Capital had made guarantees to lenders in the amount of $2 million.

Edison Capital has also invested in three limited partnership funds which make investments in infrastructure
and infrastructure-related projects. Those funds follow special investment company accounting which requires
the fund to account for its investments at fair value. Although Edison Capital would not follow special
investment company accounting if it held the funds’ investment directly, Edison Capital records its
proportionate share of the funds’ results as required by the equity method.

At December 31, 2007, entities that Edison Capital has accounted for under the equity method had
indebtedness of approximately $1.6 billion, of which approximately $526 million is proportionate to Edison
Capital’s ownership interest in these projects. Substantially all of this debt is nonrecourse to Edison Capital.

Sale-Leaseback Transactions

EME has entered into sale-leaseback transactions related to the Powerton and Joliet Stations in Illinois and the
Homer City facilities in Pennsylvania. See “Commitments, Guarantees and Indemnities — Operating and
Capital Leases.” Each of these transactions was completed and accounted for in accordance with SFAS No. 98,
which requires, among other things, that all the risk and rewards of ownership of assets be transferred to a
new owner without continuing involvement in the assets by the former owner other than as normal for a
lessee. These transactions were entered into to provide a source of capital either to fund the original
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acquisition of the assets or to repay indebtedness previously incurred for the acquisition. In each of these
transactions, the assets were sold to and then leased from owner/lessors owned by independent equity
investors. In addition to the equity invested in them, these owner/lessors incurred or assumed long-term debt,
referred to as lessor debt, to finance the purchase of the assets. The lessor debt takes the form generally
referred to as secured lease obligation bonds.

EME’s subsidiaries account for these leases as financings in their separate financial statements due to specific
guarantees provided by EME or another one of its subsidiaries as part of the sale-leaseback transactions. These
guarantees do not preclude EME from recording these transactions as operating leases in its consolidated
financial statements, but constitute continuing involvement under SFAS No. 98 that precludes EME’s
subsidiaries from utilizing this accounting treatment in their separate subsidiary financial statements. Instead,
each subsidiary continues to record the power plants as assets in a similar manner to a capital lease and
records the obligations under the leases as lease financings. EME’s subsidiaries, therefore, record depreciation
expense from the power plants and interest expense from the lease financing in lieu of an operating lease
expense which EME uses in preparing its consolidated financial statements. The treatment of these leases as
an operating lease in its consolidated financial statements in lieu of a lease financing, which is recorded by
EME’s subsidiaries, resulted in an increase in consolidated net income by $54 million, $61 million and

$72 million in 2007, 2006 and 2005, respectively.

The lessor equity and lessor debt associated with the sale-leaseback transactions for the Powerton, Joliet and
Homer City assets are summarized in the following table:

Amount of
Lessor
Original Equity Debt at Maturity
Acquisition Investment in December 31, Date of
Power Station(s) Price Equity Investor Owner/Lessor 2007 Lessor Debt
(in millions)
Powerton/Joliet $ 1,367 PSEG/ $ 238 $ 175.5 Series A 2009
Citigroup, Inc. 679.1 Series B 2016
Homer City 1,591 GECC/ 798 $ 255.0 Series A 2019
Metropolitan 514.1 Series B 2026
Life Insurance
Company"

PSEG — PSEG Resources, Inc.

GECC — General Electric Capital Corporation

" On September 29, 2005, GECC sold 10% of its investment to Metropolitan Life Insurance Company.
The operating lease payments to be made by each of EME’s subsidiary lessees are structured to service the
lessor debt and provide a return to the owner/lessor’s equity investors. Neither the value of the leased assets

nor the lessor debt is reflected in EME’s consolidated balance sheet. In accordance with generally accepted
accounting principles (GAAP), EME records rent expense on a levelized basis over the terms of the respective
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leases. The following table summarizes the lease payments and rent expense for the three years ended
December 31, 2007.

In millions Years ended December 31, 2007 2006 2005
Cash payments under plant operating leases
Powerton and Joliet facilities $ 185 $ 185 $ 141
Homer City facilities 151 152 152

Total cash payments under plant operating leases $ 336 $ 337 $ 293

Rent expense

Powerton and Joliet facilities $ 75 $ 75 $ 75
Homer City facilities 102 102 102
Total rent expense $ 177 $ 177 $ 177

To the extent that EME’s cash rent payments exceed the amount levelized over the term of each lease, EME
records prepaid rent. At December 31, 2007 and 2006, prepaid rent on these leases was $716 million and
$556 million, respectively. To the extent that EME’s cash rent payments are less than the amount levelized,
EME reduces the amount of prepaid rent.

In the event of a default under the leases, each lessor can exercise all its rights under the applicable lease,
including repossessing the power plant and seeking monetary damages. Each lease sets forth a termination
value payable upon termination for default and in certain other circumstances, which generally declines over
time and in the case of default may be reduced by the proceeds arising from the sale of the repossessed power
plant. A default under the terms of the Powerton and Joliet or Homer City leases could result in a loss of
EME’s ability to use such power plant and would trigger obligations under EME’s guarantee of the Powerton
and Joliet leases. These events could have a material adverse effect on EME’s results of operations and
financial position.

EME’s minimum lease obligations under its power related leases are set forth under “— Commitments,
Guarantees and Indemnities — Operating and Capital Leases.”

EME’s Obligations to Midwest Generation

The proceeds, in the aggregate amount of approximately $1.4 billion, received by Midwest Generation from
the sale of the Powerton and Joliet plants, described above under “— Sale-Leaseback Transactions,” were
loaned to EME. EME used the proceeds from this loan to repay corporate indebtedness. Although interest and
principal payments made by EME to Midwest Generation under this intercompany loan assist in the payment
of the lease rental payments owing by Midwest Generation, the intercompany obligation does not appear on
EME’s consolidated balance sheet. This obligation was disclosed to the credit rating agencies at the time of
the transaction and has been included by them in assessing EME’s credit ratings. The following table
summarizes principal payments due under this intercompany loan:

Principal  Interest

In millions Years ending December 31, Amount  Amount Total

2008 $ 4 $ 112 $ 116
2009 5 112 117
2010 5 112 117
2011 9 111 120
2012 11 111 122
Thereafter 1,323 290 1,613
Total $ 1,357 $ 848 $ 2,205
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EME funds the interest and principal payments due under this intercompany loan from distributions from
EME’s subsidiaries, including Midwest Generation, cash on hand, and amounts available under corporate lines
of credit. A default by EME in the payment of this intercompany loan could result in a shortfall of cash
available for Midwest Generation to meet its lease and debt obligations. A default by Midwest Generation in
meeting its obligations could in turn have a material adverse effect on EME.

Leveraged Leases

Edison Capital is the lessor in various power generation, electric transmission and distribution, transportation
and telecommunications leases. The debt in these leveraged leases is nonrecourse to Edison Capital and is not
recorded on Edison International’s balance sheet in accordance with SFAS No. 13, “Accounting for Leases”.

At December 31, 2007, Edison Capital had net investments, before deferred taxes, of $2.6 billion in its
leveraged leases, with nonrecourse debt in the amount of $5.2 billion.

OTHER DEVELOPMENTS
Environmental Matters

The operating subsidiaries of Edison International are subject to numerous federal and state environmental
laws and regulations, which require them to incur substantial costs to operate existing facilities, construct and
operate new facilities, and mitigate or remove the effect of past operations on the environment. Edison
International believes that its operating subsidiaries are in substantial compliance with existing environmental
regulatory requirements. However, the US EPA has issued a NOV to Midwest Generation and Commonwealth
Edison, the former owner of Midwest Generation’s coal-fired power plants, alleging violations of the CAA and
certain opacity and particulate matter standards. For information on the US EPA NOV issued to Midwest
Generation, See “EMG: Other Developments — Midwest Generation Potential Environmental Proceeding”
above.

The domestic power plants owned or operated by Edison International’s operating subsidiaries, in particular
their coal-fired plants, may be affected by recent developments in federal and state environmental laws and
regulations. These laws and regulations, including those relating to SO, and NOx emissions, mercury
emissions, ozone and fine particulate matter emissions, regional haze, water quality, and climate change, may
require significant capital expenditures at these facilities. The developments in certain of these laws and
regulations are discussed in more detail below. These developments will continue to be monitored to assess
what implications, if any, they will have on the operation of domestic power plants owned or operated by
SCE, EME, or their subsidiaries, or the impact on Edison International’s results of operations or financial
position.

Edison International’s projected environmental capital expenditures over the next five years are:

2008 — $539 million; 2009 — $511 million; 2010 — $741 million; 2011 — $491 million; and 2012 — $532 million.
The projected environmental capital expenditures are mainly for undergrounding certain transmission and
distribution lines at SCE and upgrading environmental controls at EME.

Climate Change
Federal Legislative Initiatives

Currently a number of bills are proposed or under discussion in Congress to mandate reductions of GHG
emissions. At this point, it cannot be determined whether any of these proposals will be enacted into law or to
estimate their potential effect on the operations of Edison International’s subsidiaries. The ultimate outcome of
the debate about GHG emission regulation on the federal level could have a significant economic effect on the
operations of Edison International’s subsidiaries. Any legal obligation that would require a substantial
reduction in emissions of carbon dioxide or would impose additional costs or charge for the emission of
carbon dioxide could have a materially adverse effect on operations.
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Edison International supports a national regulatory program for GHG emission reduction that is market-based,
equitable and comprehensive, through which all sources of GHG emissions are regulated and all certifiable
means of reducing and offsetting such emissions are recognized. This program should be long-term, and
should establish technologically realistic GHG emission reduction targets.

Litigation Developments

Significant climate change litigation, raising issues that may affect the timing and scope of future GHG
emission regulation, has been brought by a variety of public and private parties in the past several years.
Although decisions were handed down in several of the major cases in 2007, it is too early to determine how
the courts will respond to every situation. To date, the cases in which plaintiffs have sought damages or
equitable relief directly from power companies and other defendants have been dismissed, either because the
courts have determined that a judicial decision would impermissibly intrude on the powers of the legislative
and executive branches to regulate and, as applicable, enter into foreign compacts concerning GHG emissions
or because of the absence of evidence linking any individual defendant’s GHG emissions to any harm
allegedly caused by climate change. For example, Connecticut v. AEP, a case brought in 2004 by several
states and environmental organizations alleging that several electric utility corporations are jointly and
severally liable under a theory of public nuisance for power plants owed and operated by these companies or
their subsidiaries, was dismissed and is currently on appeal before the United States Court of Appeals for the
Second Circuit. In another case brought in April 2006, private citizens filed a complaint in federal court in
Mississippi against numerous defendants, including Edison International and several electric utilities, arguing
that emissions from the defendants’ facilities contributed to climate change and seeking monetary damages
related to the 2005 hurricane season. In July 2006, Edison International was dismissed from the case because
of its status as a holding company. In August 2007, the court dismissed the case entirely. The plaintiffs have
appealed this dismissal in the Fifth Circuit Court of Appeals. On the other hand, plaintiffs thus far have been
generally successful in cases in which they have sought to compel federal or state agencies to regulate GHG
emissions.

Responses to Energy Demands and Future GHG Emission Constraints

Irrespective of the outcome of federal legislative deliberations, Edison International believes that substantial
limitations on GHG emissions are inevitable, through increased costs, mandatory emission limits or other
mechanisms, and that demand for energy from renewable sources will also continue to increase. As a result,
SCE and EME are utilizing their experience in developing and managing a variety of energy generation
systems to create a generation profile, using sources such as wind, solar, geothermal, biomass and small hydro
plants, that will be adaptable to a variety of regulatory and energy use environments. SCE leads the nation in
renewable power delivery. Its renewable portfolio currently consists of: 1,021 MW from wind, 8§92 MW from
geothermal, 354 MW from solar, 221 MW from biomass, 128 MW from SCE-owned small hydro (six of the
36 hydroelectric projects that SCE currently operates have generated power for more than a century), and

95 MW from independently owned small hydro.

SCE has developed and promoted several energy efficiency and demand response initiatives in the residential
market, including an ongoing meter replacement program to help reduce peak energy demand; a rebate
program to encourage customers invest in more efficient appliances; subsidies for purchases of energy efficient
lighting products; appliance recycling programs; widely publicized tips to our customers for saving energy;
and a voluntary demand response program which offers customers financial incentives to reduce their
electricity use. SCE is also replacing its electro-mechanical grid control systems with computerized devices
that allow more effective grid management.

During 2007, EME participated in the early development of new clean coal generation projects. Due to the
projected increase in the capital costs of these projects and the lack of a regulatory framework addressing CO,
sequestration, EME is not actively developing specific new clean coal generation or gasification projects at
this time, but intends to continue to evaluate the feasibility of these projects in the future. During 2007, EME

90



Edison International

also assessed the possibility of pursuing new solar projects in locations where power purchase agreements may
support investment. EME plans to expand its renewable project development efforts in 2008 to include solar
projects in addition to wind projects.

State Specific Legislative Initiatives

SCE and EME are evaluating the CARB’s reporting regulations adopted December 2007 pursuant to AB 32 to
assess the total cost of compliance.

On February 8, 2008, the CPUC and CEC recommended, in a proposed decision, that CARB adopt a mix of
direct mandatory/regulatory requirements and a cap-and-trade system for the energy sectors. The proposed
decision’s requirements include: all retail electricity providers should be required to provide all cost-effective
energy efficiency programs and renewable energy delivery beyond the level of 20% of their retail sales to their
customers; a multi-sector cap-and-trade program should be developed for California that includes the
electricity sector; the CARB should designate deliverers of electricity to the California grid as the entities
responsible for compliance with the AB 32 requirements; at least some portion of the emission allowances
available to the electricity sector for the cap-and-trade program should be auctioned. An integral part of this
auction recommendation is that at least a portion of the proceeds from the auctioning of allowances for the
electricity sector should be used in ways that benefit electricity consumers in California, such as to augment
investments in energy efficiency and renewable energy or to provide customer bill relief. SCE is currently
evaluating the proposed decision.

Other California legislative proposals or initiatives addressing climate change, including requirements for
procurement of power from renewable resources, if adopted, could have a material impact on SCE’s business.

Air Quality Regulation
Clean Air Interstate Rule
I1linois

Under its agreement with the Illinois EPA, Midwest Generation will be required to achieve specified emissions
reductions through a combination of environmental retrofits or unit shutdowns. The agreement contemplates
three phases with each phase relating to one of the pollutants involved. Capital expenditures will be required
for each phase.

The first phase involves installing activated carbon injection technology in 2008 and 2009 for the removal of
mercury, a technology which EME has been testing at some of its plants. Capital expenditures relating to these
controls are currently estimated to be approximately $60 million.

The second phase requires the installation of additional controls by the end of 2011 to further reduce NOy
emissions from units to be determined by Midwest Generation in order to achieve an agreed-on fleetwide level
of NOy emissions per million Btu. Capital expenditures for these controls have been previously estimated (in
2006 dollars) to be approximately $450 million. See further discussion below regarding updating the estimated
costs of completing environmental improvements.

During the third phase of the plan, the focus will be on the reduction of SO, emissions. Midwest Generation
will be required either to place controls on several units at the Illinois plants between 2012 and 2018 for this
purpose or to remove the units from service. Midwest Generation will consider many factors in making this
choice including, among others, an assessment of the cost and performance of environmental technologies and
equipment, the remaining estimated useful life of each affected unit and the market outlook for the prices of
various commodities including electrical energy and capacity, coal and natural gas. In view of the many
factors involved, Midwest Generation has not yet determined what actions it may take at each affected unit to
provide for optimal compliance with the agreement during the third phase. Additional capital expenditures
during the third phase of the plan have been previously estimated (in 2006 dollars) as being in the range of
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approximately $2.2 billion to $2.9 billion, depending on the number of units on which controls are placed
versus the number which are removed from service.

Midwest Generation is in the process of completing preliminary engineering and permitting work and is in the
process of selecting a final engineering, procurement and construction contractor for the environmental
improvements at the Powerton Station. It is expected that detailed scoping necessary to update the cost
estimates at the Powerton Station, and then using such information to update the cost estimates for the
environmental improvements included in Phases II and III above will be completed in 2008. Until such
information is completed, currently expected during the fourth quarter of 2008, the capital expenditures
estimates may vary substantially for the reasons described above.

Pennsylvania

On December 18, 2007, the Pennsylvania Environmental Quality Board approved the Pennsylvania CAIR.
This rule has been submitted to the USEPA for approval as part of the Pennsylvania SIP. The Pennsylvania
CAIR is substantively similar to the CAIR. EME Homer City will be subject to the federal CAIR rule during
2009 and expects to be able to comply with the NO, requirement using its existing selective catalytic
reduction system. The Pennsylvania CAIR, including both NO, and SO, limits, is expected to become
effective in 2010. EME Homer City expects to comply with Pennsylvania CAIR through the continued
operation of its scrubber on Unit 3 to reduce SO, emissions and the purchase of SO, allowances.

Mercury Regulation
Pennsylvania

On February 17, 2007, the PADEP published in the Pennsylvania Bulletin regulations that would require coal-
fired power plants to reduce mercury emissions by 80% by 2010 and 90% by 2015. The rule does not allow
the use of emissions trading to achieve compliance. The rule became final upon publication. The Pennsylvania
CAMR SIP, which embodies PADEP’s mercury regulation, was pending approval by the US EPA prior to the
February 8, 2008, decision vacating the federal CAMR.

At this time, EME expects the Homer City facilities to achieve compliance by the 2010 deadline with mercury
removal achieved by an existing flue gas desulfurization system on one generating unit and by sorbent
injection and coal washing on the other two units. In order to meet reductions in emissions by the 2015
deadline, it is likely that additional environmental control equipment will need to be installed. If additional
environmental equipment is required in the form of flue gas desulfurization equipment, EME would need to
make commitments during 2011 or 2012. EME continues to study available environmental control
technologies and estimated costs to reduce SO, and mercury and to monitor developments related to mercury
and other environmental regulations.

New Mexico

Due to the February 8, 2008 D.C. Circuit Court decision vacating the CAMR, Arizona Public Service
Company, the operator of Four Corners, will monitor the developments to determine the type and timing of
any necessary equipment installation.

Regional Haze

The goal of the regional haze regulations is to restore visibility in mandatory federal Class I areas, such as
national parks and wilderness areas, to natural background conditions by 2064. Sources such as power plants
that are reasonably anticipated to contribute to visibility impairment in Class I areas may be required to install
Best Available Retrofit Technology (also know as BART) or implement other control strategies to meet
regional haze control requirements. It is possible that sources subject to the CAIR will be able to satisfy their
obligations under the regional haze regulations through compliance with the CAIR. However, until the SIPs
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are revised, EME cannot predict whether it will be required to install BART or implement other control
strategies, and cannot identify the financial impacts of any additional control requirements.

Pennsylvania

In Pennsylvania, the PADEP considers the CAIR to meet the BART requirements, and the Homer City
facilities are only required to consider reductions in emissions of suspended particulate matter (PM10), which
at this time are being evaluated by the state.

New Mexico

The Regional office of the US EPA (EPA Region 9) requested that Arizona Public Service Company perform
a BART analysis for Four Corners. This analysis was completed and submitted it to the US EPA on January 30,
2008. The EPA Region 9 will review Arizona Public Service Company’s submission and determine what
constitutes BART for Four Corners. Once Arizona Public Service Company receives the EPA Region 9’s final
determination, it will have five years to complete the installation of the equipment and to achieve the emission
limits established by the EPA Region 9. Until the EPA Region 9 makes a final determination on this matter,
SCE cannot accurately estimate the expenditures that may be required. SCE also cannot predict whether the
relevant environmental agencies will agree with its BART recommendations or, if the agencies disagree with
our recommendations, the nature of the BART controls the agencies may ultimately mandate and the resulting
financial or operational impact.

I1linois

The CPS, discussed above in “— Clean Air Interstate Rule — Illinois,” addresses emissions reductions at
BART affected sources.

New Source Review Requirements

Prior to EME’s purchase of the Homer City facilities, the US EPA requested information under Section 114 of
the CAA from the prior owners of the plant concerning physical changes at the plant. This request was part of
the US EPA’s industry-wide investigation of compliance by coal-fired plants with the CAA NSR requirements.
On February 21, 2003, Midwest Generation received a request for information under Section 114 regarding
past operations, maintenance and physical changes at the Illinois plants from the US EPA. On July 28, 2003,
Commonwealth Edison received a substantially similar request for information from the US EPA related to the
same plants. In a request dated February 1, 2005, the US EPA submitted a request for additional information
to Midwest Generation. Midwest Generation has provided responses to these requests. On August 3, 2007,
Midwest Generation received a NOV from the US EPA alleging that Midwest Generation and Commonwealth
Edison violated various provisions of the NSR rules as well as state air regulations. For information on the
U.S. EPA NOV issued to Midwest Generation, See “EMG: Other Developments — Midwest Generation
Potential Environmental Proceeding” above.

Ambient Air Quality Standards
Illinois

The Illinois EPA has begun to develop SIPs to meet National Ambient Air Quality Standards for 8-hour ozone
and fine particulates with the intent of bringing non-attainment areas, such as Chicago, into attainment. The
SIPs are expected to deal with all emission sources, not just power generators, and to address emissions of
NOy, SO,, and volatile organic compounds. The SIP for 8-hour ozone was to be submitted to the US EPA by
June 15, 2007, but is currently expected to be submitted in early 2008. The SIP for fine particulates is to be
submitted to the US EPA by April 5, 2008.
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The CPS requires Midwest Generation to install air pollution controls that will contribute to attainment with
the ozone and fine particulate matter NAAQS. Midwest Generation expects, but cannot guarantee, that the
reductions required under the agreement and the CPS will be sufficient for compliance with future ozone and
particulate matter regulations. See “—Clean Air Interstate Rule — Illinois” for further discussion.

Water Quality Regulation
Clean Water Act — Cooling Water Intake Structures
California

The California State Water Resources Control Board is currently developing a draft state policy on ocean-
based, once-through cooling in advance of the issuance of a final rule from the US EPA on Section 316(b) of
the Clean Water Act. This policy may significantly impact both operations at San Onofre and SCE’s ability to
procure timely supplies of generating capacity from fossil-fueled plants that use ocean water in once-through
cooling systems. Portions of the draft policy revealed by Board staff members in January 2008 suggest that the
policy will show retrofitting existing plants with cooling towers as the best technology available for reducing
detrimental effects on marine organisms as a result of once-through cooling. Additionally, target levels for
compliance with the state policy will likely be at the high end of the ranges originally proposed in the US
EPA’s rule. Board members have commented publicly that a policy will be released by mid 2008 with
workshops and public hearings to follow later in the year. Until the release of the draft policy, SCE is unable
to predict its effect on SCE operations accurately, but it could result in significant additional capital
expenditures and/or procurement costs.

State Water Quality Standards
Mlinois

On October 26, 2007, the Illinois EPA filed a proposed rule with the Illinois Pollution Control Board (PCB)
that would establish more stringent thermal and effluent water quality standards for the Chicago Area
Waterway System and Lower Des Plaines River. Midwest Generation’s Fisk, Crawford, Joliet and Will County
stations all use water from the affected waterways for cooling purposes and the rule, if implemented, is
expected to affect the manner in which those stations use water for station cooling. The proposed rule will be
the subject of an administrative proceeding before the Illinois PCB and must be approved by the Illinois PCB
and the Illinois Joint Committee on Administrative Rules. Following state adoption and approval, the US EPA
also must approve the rule. Hearings began on January 28, 2008, and Midwest Generation is a party in those
proceedings. At this time, it is not possible to predict the final form of the rule, how it would impact the
operation of the affected stations, or the possible compliance costs or liability.

Pennsylvania

The discharge from the treatment plant receiving the wastewater stream from EME’s Unit 3 flue gas
desulfurization system at the Homer City facilities has exceeded the stringent water-quality based limits for
selenium in the station’s NPDES permit. As a result, EME was notified in April 2002 by the PADEP that it
was included in the Quarterly Noncompliance Report submitted to the US EPA. With the PADEP’s approval,
EME has undertaken a pilot program utilizing biological treatment. EME Homer City and the PADEP have
entered into a consent order and agreement related to selenium discharge, which was entered by the
Pennsylvania state court on July 17, 2007. Under the consent order and agreement, EME Homer City paid a
civil penalty of $200,000 and agreed to install modifications to its wastewater system to achieve consistent
compliance with discharge limits. EME Homer City has operated the wastewater treatment system for twelve
months without a selenium exceedance. At this time EME expects to remain in compliance and consequently
does not expect to install additional treatment systems.
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Environmental Remediation

Edison International is subject to numerous environmental laws and regulations, which require it to incur
substantial costs to operate existing facilities, construct and operate new facilities, and mitigate or remove the
effect of past operations on the environment.

Edison International believes that it is in substantial compliance with environmental regulatory requirements;
however, possible future developments, such as the enactment of more stringent environmental laws and
regulations, could affect the costs and the manner in which business is conducted and could cause substantial
additional capital expenditures. There is no assurance that additional costs would be recovered from customers
or that Edison International’s financial position and results of operations would not be materially affected.

Edison International records its environmental remediation liabilities when site assessments and/or remedial
actions are probable and a range of reasonably likely cleanup costs can be estimated. Edison International
reviews its sites and measures the liability quarterly, by assessing a range of reasonably likely costs for each
identified site using currently available information, including existing technology, presently enacted laws and
regulations, experience gained at similar sites, and the probable level of involvement and financial condition of
other potentially responsible parties. These estimates include costs for site investigations, remediation,
operations and maintenance, monitoring and site closure. Unless there is a probable amount, Edison
International records the lower end of this reasonably likely range of costs (classified as other long-term
liabilities) at undiscounted amounts.

As of December 31, 2007, Edison International’s recorded estimated minimum liability to remediate its 43 identified
sites at SCE (24 sites) and EME (19 sites primarily related to Midwest Generation) was $70 million, $66 million
of which was related to SCE, including $31 million related to San Onofre. This remediation liability is
undiscounted. Edison International’s other subsidiaries have no identified remediation sites. The ultimate costs to
clean up Edison International’s identified sites may vary from its recorded liability due to numerous uncertainties
inherent in the estimation process, such as: the extent and nature of contamination; the scarcity of reliable data for
identified sites; the varying costs of alternative cleanup methods; developments resulting from investigatory studies;
the possibility of identifying additional sites; and the time periods over which site remediation is expected to occur.
Edison International believes that, due to these uncertainties, it is reasonably possible that cleanup costs could
exceed its recorded liability by up to $147 million, all of which is related to SCE. The upper limit of this range of
costs was estimated using assumptions least favorable to Edison International among a range of reasonably possible
outcomes. In addition to its identified sites (sites in which the upper end of the range of costs is at least $1 million),
SCE also has 30 immaterial sites whose total liability ranges from $3 million (the recorded minimum liability) to
$9 million.

The CPUC allows SCE to recover environmental remediation costs at certain sites, representing $34 million of
its recorded liability, through an incentive mechanism (SCE may request to include additional sites). Under
this mechanism, SCE will recover 90% of cleanup costs through customer rates; shareholders fund the
remaining 10%, with the opportunity to recover these costs from insurance carriers and other third parties.
SCE has successfully settled insurance claims with all responsible carriers. SCE expects to recover costs
incurred at its remaining sites through customer rates. SCE has recorded a regulatory asset of $64 million for
its estimated minimum environmental-cleanup costs expected to be recovered through customer rates.

Edison International’s identified sites include several sites for which there is a lack of currently available
information, including the nature and magnitude of contamination, and the extent, if any, that Edison
International may be held responsible for contributing to any costs incurred for remediating these sites. Thus,
no reasonable estimate of cleanup costs can be made for these sites.

Edison International expects to clean up its identified sites over a period of up to 30 years. Remediation costs
in each of the next several years are expected to range from $11 million to $31 million. Recorded costs
$25 million, $14 million and $13 million for 2007, 2006 and 2005, respectively.
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Based on currently available information, Edison International believes it is unlikely that it will incur amounts
in excess of the upper limit of the estimated range for its identified sites and, based upon the CPUC’s
regulatory treatment of environmental remediation costs incurred at SCE, Edison International believes that
costs ultimately recorded will not materially affect its results of operations or financial position. There can be
no assurance, however, that future developments, including additional information about existing sites or the
identification of new sites, will not require material revisions to such estimates.

Federal and State Income Taxes
Tax Positions being addressed as part of active examinations and administrative appeals processes

Edison International remains subject to examination and administrative appeals by the IRS for tax years 1994
and forward. Edison International is challenging certain IRS deficiency adjustments for tax years 1994 — 1999
with the Administrative Appeals branch of the IRS and Edison International is currently under active IRS
examination for tax years 2000 — 2002. In addition, the statute of limitations remains open for tax years

1986 — 1993, which has allowed Edison International to file certain affirmative claims related to these years.

In the examination phase for tax years 1994 — 1999, which is complete, the IRS asserted income tax
deficiencies related to certain tax positions taken by Edison International on filed tax returns. Edison
International is challenging the asserted tax deficiencies in IRS Appeals proceedings; however, most of the tax
positions are timing differences and, therefore, any amounts that would be paid if Edison International’s
position is not sustained (exclusive of any penalties) would be deductible on future tax returns filed by Edison
International. In addition, Edison International has filed affirmative claims with respect to certain tax years
from 1986 through 2005 with the IRS and state tax authorities. Any benefits associated with these affirmative
claims would be recorded in accordance with FIN 48 which provides that recognition would occur at the
earlier of when Edison International makes an assessment that the affirmative claim position has a more likely
than not probability of being sustained or when a settlement is consummated. Certain of these affirmative
claims have been recognized as part of the implementation of FIN 48.

In April 2007, Edison International received a Notice of Proposed Adjustment from the California Franchise
Tax Board for tax years 2001 and 2002 and is currently protesting the deficiencies asserted. Edison
International remains subject to examination by the California Franchise Tax Board for tax years 2003 and
forward. Edison International is also subject to examination by other state tax authorities, with varying statute
of limitations.

Lease Transactions

As part of a nationwide challenge of U.S. taxpayers income tax treatment of certain types of lease
transactions, the IRS has asserted deficiencies related to Edison International’s deferral of income taxes
associated with certain of its cross-border, leveraged leases. Edison International is challenging the asserted
deficiencies in ongoing IRS Appeals proceedings for tax years 1994 — 1999.

The asserted deficiencies being addressed at IRS Appeals relate to Edison Capital’s income tax treatment of
both its foreign power plant and electric locomotive sale/leaseback transactions entered into in 1993 and 1994
(Replacement Leases, which the IRS refers to as a sale-in/lease-out or SILO) and its foreign power plant and
electric transmission system lease/leaseback transactions entered into in 1997 and 1998 (Lease/Leaseback,
which the IRS refers to as a lease-in/lease-out or LILO).

Edison Capital also entered into a lease/service contract transaction in 1999 involving a foreign
telecommunication system (Service Contract, which the IRS also refers to as a SILO). As part of an ongoing
examination of 2000 — 2002, the IRS is reviewing Edison International’s income tax treatment of this Service
Contract and has issued numerous data requests, which Edison International has provided responses. The IRS
has not formally asserted any adjustments, but Edison International believes that the IRS examination team
will assert deficiencies related to this Service Contract. The following table summarizes estimated federal and

96



Edison International

state income taxes deferred from these leases as of December 31, 2007. Repayment of these deferred taxes
would be accelerated if the IRS position were to be sustained:

Tax Years Tax Years Unaudited
Under Appeal Under Audit Tax Years
In millions 1994 — 1999 2000 - 2002 2003 - 2007 Total
Replacement Leases
(SILO) $ 44 $ 19 $ 27 $ 90
Lease/Leaseback (LILO) 563 566 ®) 1,121
Service Contract (SILO) — 127 253 380
$ 607 $ 712 $ 272 $ 1,591

As of December 31, 2007, the interest (after tax) on the proposed tax adjustments is estimated to be
approximately $525 million. The IRS has also asserted a 20% penalty on any sustained tax adjustment.

Edison International believes it properly reported these transactions based on applicable statutes, regulations
and case law in effect at the time the transactions were entered into, and it is vigorously defending its tax
treatment of these leases with the Administrative Appeals branch of the IRS appealing the deficiencies and
penalties asserted by IRS examination for the tax years 1994 — 1999. Edison International believes the IRS’s
position misstates material facts, misapplies the law and is incorrect. Edison International is currently engaged
in settlement discussions with IRS Appeals.

The payment of taxes, interest and penalties could have a significant impact on earnings and cash flow. Edison
International is prepared to take legal action if an acceptable settlement cannot be reached with the IRS. If
Edison International were to commence litigation in certain forums, Edison International would need to make
payments of disputed taxes, along with interest and any penalties asserted by the IRS, and thereafter pursue
refunds. On May 26, 2006, Edison International paid $111 million of the taxes, interest and penalties for tax
year 1999 followed by a refund claim for the same amount. The cash payment was funded by Edison Capital
and accounted for as a deposit recorded in “Other long-term assets” on the consolidated balance sheet and will
be refunded with interest to the extent Edison International prevails. Since the IRS did not act on this refund
claim within six months from the date the claim was filed, it is deemed denied which provides Edison
International with the option of being able to take legal action to assert its refund claim.

A number of other cases involving these kinds of lease transactions are pending before various courts. The
first and only case involving a LILO that has been decided was decided against the taxpayer on summary
judgment in the Federal District Court in North Carolina. That taxpayer has appealed that decision to the
Fourth Circuit Court of Appeals. Edison International cannot predict the timing or outcome of other pending
LILO cases.

To the extent an acceptable settlement is not reached with the IRS, Edison International would expect to file a
refund claim for any taxes and penalties paid pursuant to the administrative appeals settlement of the

1994 — 1996 tax years related to assessed tax deficiencies and penalties on the Replacement Leases. Edison
International may make additional payments related to later tax years to preserve its litigation rights.
Although, at this time, the amount and timing of these additional payments is uncertain, the amount of
additional payments, if necessary, could be substantial. At this time, Edison International is unable to predict
the impact of the ultimate resolution of the lease issues.

Edison International filed amended California Franchise Tax returns for tax years 1997 — 2002 to mitigate the
possible imposition of new California penalty provisions on transactions that may be considered as listed or
substantially similar to listed transactions described in an IRS notice that was published in 2001. These
transactions include certain Edison Capital leveraged lease transactions described above and the SCE
subsidiary contingent liability company transaction described below. Edison International filed these amended
returns under protest retaining its appeal rights.
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Balancing Account Over-Collections

In response to an affirmative claim related to balancing account over-collections, Edison International received
an IRS Notice of Proposed Adjustment in July 2007. This affirmative claim is part of the ongoing IRS
examinations and administrative appeals process and all of the tax years included in this Notice of Proposed
Adjustment remain subject to ongoing examination and administrative appeals. The cash and earnings impacts
of this position are dependent on the ultimate settlement of all open tax issues in these tax years. Edison
International expects that resolution of this particular issue could potentially increase earnings and cash flow
within the range of $70 million to $80 million and $300 million to $325 million, respectively.

Contingent Liability Company

The IRS has asserted deficiencies with respect to a transaction entered into by an SCE subsidiary which may
be considered substantially similar to a listed transaction described by the IRS as a contingent liability
company for tax years 1997 — 1998. This is being considered by the Administrative Appeals branch of the IRS
where Edison International is defending its tax return position with respect to this transaction.

California Apportionment

In December 2006, Edison International reached a settlement with the California Franchise Tax Board
regarding the sourcing of gross receipts from the sale of electric services for California state tax
apportionment purposes for tax years 1981 to 2004. In 2006, Edison International recorded a $49 million
benefit related to a tax reserve adjustment as a result of this settlement. In the FIN 48 adoption, a $54 million
benefit was recorded related to this same issue. In addition, Edison International received a net cash refund of
approximately $52 million in April 2007.

Resolution of Federal and State Income Tax Issues Being Addressed in Ongoing Examinations and
Administrative Appeals

In 2008, Edison International will continue its efforts to resolve open tax issues through tax year 2002.
Although the timing for resolving these open tax positions is uncertain, it is reasonably possible that all or a
significant portion of these open tax issues through tax year 2002 could be resolved within the next 12 months.

Enterprise-Wide Software System Project

Progress continued during 2007 on preparation for the installation of the Enterprise Resource Planning system
from SAP. On July 2, 2007, Edison International implemented procurement and material management systems
at three of EMG’s Illinois plants, as well as the EME financial systems. Implementation of these applications
at the remaining Illinois plants and Homer City facilities began on September 1, 2007, and implementation of
a fuel management system began on October 1, 2007. EME plans to implement the human resources systems
in conjunction with the SCE human resource implementation. SCE expects to implement financial, supply
chain, human resource and certain work management modules in 2008.

Midway-Sunset Cogeneration Company

San Joaquin Energy Company, a wholly owned subsidiary of EME, owns a 50% general partnership interest in
Midway-Sunset, which owns a 225 MW cogeneration facility near Fellows, California. Midway-Sunset is a
party to several proceedings pending at the FERC because Midway-Sunset was a seller in the PX market
during 2000 and 2001, both for its own account and on behalf of SCE and PG&E, the utilities to which the
majority of Midway-Sunset’s power was contracted for sale. As a seller into the PX market, Midway-Sunset is
potentially liable for refunds to purchasers in these markets. See “SCE: Regulatory Matters — Current
Regulatory Developments — FERC Refund Proceedings.”

The claims asserted against Midway-Sunset for refunds related to power sold into the PX market, including
power sold on behalf of SCE and PG&E, are estimated to be less than $70 million for all periods under
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consideration. Midway-Sunset did not retain any proceeds from power sold into the PX market on behalf of
SCE and PG&E in excess of the amounts to which it was entitled under the pre-existing power sales contracts,
but instead passed through those proceeds to the utilities. Since the proceeds were passed through to the
utilities, EME believes that PG&E and SCE are obligated to reimburse Midway-Sunset for any refund liability
that it incurs as a result of sales made into the PX market on their behalves.

On December 20, 2007, Midway-Sunset entered into a settlement agreement with SCE, PG&E, SDG&E and
certain California state parties to resolve Midway-Sunset’s liability in the FERC refund proceedings. Midway-
Sunset concurrently entered into a separate agreement with SCE and PG&E that provides for pro-rata
reimbursement to Midway-Sunset by the two utilities of the portions of the agreed to refunds that are
attributable to sales made by Midway-Sunset for the benefit of the utilities. The settlement has been approved
by the CPUC but remains subject to approval by the FERC.

During the period in which Midway-Sunset’s generation was sold into the PX market, amounts SCE received
from Midway-Sunset for its pro-rata share of such sales were credited to SCE’s customers against power
purchase expenses through the ratemaking mechanism in place at that time. SCE believes that any net amounts
reimbursed to Midway-Sunset would be recoverable from its customers through current regulatory
mechanisms. Edison International does not expect any refund payment made by Midway-Sunset, or any SCE
reimbursement to Midway-Sunset, to have a material impact on earnings.

MARKET RISK EXPOSURES
Big 4 Projects Power Purchase Agreements

Two of EME’s Big 4 projects (the Sycamore project and the Watson project) have power purchase agreements
with SCE that have transitioned, or are in the process of transitioning, to new pricing terms. Under FIN 46(R),
Edison International and SCE consolidate these projects due to SCE’s variable interest in these entities. The
Sycamore project’s long-term contract with SCE expired on December 31, 2007. SCE contends that its long-
term power purchase agreement with the Watson project also expired on December 31, 2007. The Watson
project contends that the agreement expires in April 2008. The two projects are currently selling electricity to
SCE under terms and conditions contained in their prior long-term power purchase agreements with revised
pricing terms as mandated by the CPUC. Edison International expects that pre-tax earnings from the Watson
and Sycamore projects in aggregate will decrease by $80 million to $90 million during 2008. Any reduced
costs to SCE resulting from these discussions will not impact SCE earnings because the savings flow through
the regulatory recovery process to customers. EME expects that arrangements with both projects will
eventually be replaced by new power purchase agreements, but cannot predict at this time whether or when
this will occur or how the dispute concerning the proper termination date of the Watson power purchase
agreement will be resolved.

Subprime U.S. Credit Market

Due to recent market developments, including a series of rating agency downgrades of subprime

U.S. mortgage-related assets, the fair value of subprime-related investments have declined. Edison
International has performed an assessment of its investments held in trusts related to its pension and
postretirement benefits other than pensions, nuclear decommissioning obligations, and investments in cash.
Edison International does not believe a decline in the fair value of the subprime-related investments will have
a material impact on its trust assets or its investments in cash.

As of December 31, 2007, SCE had $977 million of tax-exempt and taxable pollution control bonds insured
by AAA-rated bond insurers, namely Financial Guaranty Insurance Company (FGIC), MBIA Insurance
Corporation (MBIA) and XL Capital Assurance Inc. (XL). Due to the exposure that these bond insurers have
in connection with recent developments in the subprime credit market, the rating agencies have put these
insurers on review for possible downgrade. Additionally, Fitch and Standard & Poor’s have lowered FGIC’s
credit ratings from AAA to AA; and Moody’s lowered FGIC’s credit ratings from Aaa to A3. Fitch and
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Moody’s have lowered XL’s credit ratings from AAA and Aaa to A and A3, respectively. Holders of the above
mentioned insured SCE bonds have no ratings-related put rights and SCE expects these obligations to remain
outstanding until contractual maturity with no change in financing terms and conditions.

However, the interest rates on one issue of SCE’s taxable pollution control bonds insured by FGIC, totaling
$249 million, are reset every 35 days through an auction process. Due to a loss of confidence in the
creditworthiness of the bond insurers, there has been a significant reduction in market liquidity for auction rate
bonds and interest rates on these bonds have risen. Consequently, SCE purchased in the secondary market

$37 million of its auction rate bonds in December 2007 and $187 million in January and February 2008. The
bonds remain outstanding and have not been retired or cancelled. The instruments under which the bonds were
issued allow SCE to convert the bonds to other short-term variable-rate, term rate or fixed-rate modes. SCE
may remarket the bonds in a term rate mode in the first half of 2008 and terminate the insurance covering the
bonds.
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The management of Edison International is responsible for the integrity and objectivity of the accompanying
financial statements and related information. The statements have been prepared in accordance with
accounting principles generally accepted in the United States of America and are based, in part, on
management estimates and judgment. Management believes that the financial statements fairly reflect Edison
International’s financial position and results of operations.

As a further measure to assure the ongoing objectivity and integrity of financial information, the Audit
Committee of the Board of Directors, which is composed of independent directors, meets periodically, both
jointly and separately, with management, the independent auditors and internal auditors, who have unrestricted
access to the Committee. The Committee annually appoints a firm of independent auditors to conduct an audit
of Edison International’s financial statements and internal control over financial reporting; reviews accounting,
internal control, auditing and financial reporting issues; and is advised of management’s actions regarding
financial reporting and internal control matters.

Edison International and its subsidiaries maintain high standards in selecting, training and developing
personnel to assure that its operations are conducted in conformity with applicable laws and are committed to
maintaining the highest standards of personal and corporate conduct. Management maintains programs to
encourage and assess compliance with these standards.

Edison International’s independent registered public accounting firm, PricewaterhouseCoopers LLP, are
engaged to audit the financial statements included in this Annual Report in accordance with the standards of
the Public Company Accounting Oversight Board (United States) and has issued an attestation report on
Edison International’s internal controls over financial reporting, as stated in their report which is included in
this Annual Report on the following page.

Management’s Report on Internal Control over Financial Reporting

Edison International’s management is responsible for establishing and maintaining adequate internal control
over financial reporting (as that term is defined in Rule 13a-15(f) under the Exchange Act). Under the
supervision and with the participation of its Chief Executive Officer and Chief Financial Officer, Edison
International’s management conducted an evaluation of the effectiveness of internal control over financial
reporting based on the framework set forth in Internal Control — Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO). Based on its evaluation under
the COSO framework, Edison International’s management concluded that internal control over financial
reporting was effective as of December 31, 2007. Edison International’s internal control over financial
reporting as of December 31, 2007 has been audited by PricewaterhouseCoopers LLP, an independent
registered public accounting firm, as stated in their report on the financial statements in Edison International’s
2007 Annual Report to shareholders, which is incorporated herein by this reference.

Disclosure Controls and Procedures

The certifications of the Chief Executive Officer and Chief Financial Officer that are required by Section 302
of the Sarbanes-Oxley Act of 2002 are included as exhibits to Edison International’s annual report on

Form 10-K. In addition, in 2007, Edison International’s Chief Executive Officer provided to the New York
Stock Exchange (NYSE) the Annual CEO Certification regarding Edison International’s compliance with the
NYSE’s corporate governance standards.
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Report of Independent Registered Public Accounting Firm Edison International

To the Board of Directors and Shareholders of Edison International

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements of income,
comprehensive income, cash flows and changes in common shareholders’ equity present fairly, in all material
respects, the financial position of Edison International and its subsidiaries at December 31, 2007 and 2006, and
the results of their operations and their cash flows for each of the three years in the period ended December 31,
2007 in conformity with accounting principles generally accepted in the United States of America. Also in our
opinion, the Company maintained, in all material respects, effective internal control over financial reporting as of
December 31, 2007, based on criteria established in Internal Control — Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO). The Company’s management is
responsible for these financial statements, for maintaining effective internal control over financial reporting and
for its assessment of the effectiveness of internal control over financial reporting, included in the accompanying
Management’s Report on Internal Control Over Financial Reporting. Our responsibility is to express opinions on
these financial statements and on the Company’s internal control over financial reporting based on our integrated
audits. We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audits to obtain reasonable
assurance about whether the financial statements are free of material misstatement and whether effective internal
control over financial reporting was maintained in all material respects. Our audits of the financial statements
included examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by management, and evaluating the
overall financial statement presentation. Our audit of internal control over financial reporting included obtaining
an understanding of internal control over financial reporting, assessing the risk that a material weakness exists,
and testing and evaluating the design and operating effectiveness of internal control based on the assessed risk.
Our audits also included performing such other procedures as we considered necessary in the circumstances. We
believe that our audits provide a reasonable basis for our opinions.

As discussed in Notes 1, 4, 5 and 8 to the consolidated financial statements, Edison International changed the
manner in which it accounts for asset retirement costs as of December 31, 2005, stock-based compensation as
of January 1, 2006, defined benefit pension and other post retirement plans as of December 31, 2006, and
uncertain tax positions as of January 1, 2007.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (i) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (ii) provide
reasonable assurance that transactions are recorded as necessary to permit preparation of financial statements in
accordance with generally accepted accounting principles, and that receipts and expenditures of the company are
being made only in accordance with authorizations of management and directors of the company; and

(iii) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

frwnto b Z2F

Los Angeles, California
February 27, 2008
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Consolidated Statements of Income Edison International

In millions, except per-share amounts Year ended December 31, 2007 2006 2005
Electric utility $ 10476 $ 10,312 $ 9,500
Nonutility power generation 2,575 2,228 2,248
Financial services and other 62 82 104
Total operating revenue 13,113 12,622 11,852
Fuel 1,875 1,757 1,810
Purchased power 3,124 3,409 2,622
Provisions for regulatory adjustment clauses — net 271 25 435
Other operation and maintenance 4,067 3,762 3,609
Asset impairment and loss on lease termination — — 12
Depreciation, decommissioning and amortization 1,264 1,181 1,061
Net loss (gain) on sale of utility property and plant 3 2 (10)
Total operating expenses 10,604 10,132 9,539
Operating income 2,509 2,490 2,313
Interest and dividend income 154 169 112
Equity in income from partnerships and unconsolidated subsidiaries — net 79 79 136
Other nonoperating income 95 133 136
Interest expense — net of amounts capitalized (752) (807) (794)
Impairment loss on equity method investment — — (55)
Other nonoperating deductions 45) (63) (67)
Loss on early extinguishment of debt (241) (146) (25)
Income from continuing operations before tax and minority interest 1,799 1,855 1,756
Income tax expense 492 582 457
Dividends on preferred and preference stock of utility not subject to

mandatory redemption 51 51 24
Minority interest 156 139 167
Income from continuing operations 1,100 1,083 1,108
Income (loss) from discontinued operations — net of tax 2) 97 30
Income before accounting change 1,098 1,180 1,138
Cumulative effect of accounting change — net of tax — 1 (1)
Net income $ 1,098 $ 1,181 $ 1,137
Weighted-average shares of common stock outstanding 326 326 326
Basic earnings (loss) per share:
Continuing operations $ 334 $ 328 $ 3.38
Discontinued operations (0.01) 0.30 0.09
Total $ 333 $ 358 §$ 347
Weighted-average shares, including effect of dilutive securities 331 330 332
Diluted earnings (loss) per share:
Continuing operations $ 332 § 327 $ 336
Discontinued operations (0.01) 0.30 0.09
Total $ 331 $ 357 § 345
Dividends declared per common share $ 1175 $ 110 $ 1.02

The accompanying notes are an integral part of these consolidated financial statements.
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In millions Year ended December 31, 2007 2006 2005

Net income $ 1,008 $ 1,181 $ 1,137
Other comprehensive income (loss), net of tax:
Foreign currency translation adjustments — net of income tax expense
(benefit) of $(1), $(1) and $2 for 2007, 2006 and 2005 respectively 2) (1) 2
Pension and postretirement benefits other than pensions:
Net loss arising during period — net of income tax benefit of $1 for

2007 ) — —
Amortization of net loss included in expense — net of income tax
expense of $3 for 2007 5 — —
Amortization of prior service included in expense — net 1@ — —
Minimum pension liability adjustment — net of income tax expense of $3
in 2005 — (1) 3

Unrealized gains (losses) on cash flow hedges:
Other unrealized gains (losses) arising during the period — net of
income tax expense (benefit) of $(160), $214 and $(52) for 2007,
2006 and 2005, respectively (234) 314 (68)
Reclassification adjustment for gain (loss) included in net income — net
of income tax expense (benefit) of $45, $9 and $(107) for 2007,

2006 and 2005, respectively 64 12 (159)
Other comprehensive income (loss) (170) 324 (222)
Comprehensive income $ 928 $ 1505 $ 915

The accompanying notes are an integral part of these consolidated financial statements.

105



Consolidated Balance Sheets

Edison International

In millions December 31, 2007 2006
ASSETS
Cash and equivalents $ 1441 $ 1,795
Restricted cash 3 59
Margin and collateral deposits 141 124
Receivables, less allowances of $34 and $29 for uncollectible accounts at respective

dates 1,033 1,014
Accrued unbilled revenue 370 303
Fuel inventory 116 122
Materials and supplies 316 270
Accumulated deferred income taxes — net 167 203
Derivative assets 110 328
Regulatory assets 197 554
Short-term investments 81 558
Other current assets 290 152
Total current assets 4,265 5,482
Nonutility property — less accumulated provision for depreciation of $1,765 and

$1,627 at respective dates 4,906 4,356
Nuclear decommissioning trusts 3,378 3,184
Investments in partnerships and unconsolidated subsidiaries 272 308
Investments in leveraged leases 2,473 2,495
Other investments 96 91
Total investments and other assets 11,125 10,434
Utility plant, at original cost:

Transmission and distribution 18,940 17,606

Generation 1,767 1,465
Accumulated provision for depreciation (5,174) (4,821)
Construction work in progress 1,693 1,486
Nuclear fuel, at amortized cost 177 177
Total utility plant 17,403 15,913
Regulatory assets 2,721 2,818
Restricted cash 48 91
Margin and collateral deposits 18 4
Derivative assets 122 131
Rent payments in excess of levelized rent expense under plant operating leases 716 556
Other long-term assets 1,144 832
Total long-term assets 4,769 4,432
Total assets $ 37,562 $ 36,261

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Balance Sheets

Edison International

In millions, except share amounts December 31, 2007 2006
LIABILITIES AND SHAREHOLDERS’ EQUITY

Short-term debt $ 500 $ —
Long-term debt due within one year 18 488
Accounts payable 979 926
Accrued taxes 49 155
Accrued interest 160 196
Counterparty collateral 42 36
Customer deposits 219 198
Book overdrafts 212 140
Derivative liabilities 149 181
Regulatory liabilities 1,019 1,000
Other current liabilities 933 983
Total current liabilities 4,280 4,303
Long-term debt 9,016 9,101
Accumulated deferred income taxes — net 5,196 5,297
Accumulated deferred investment tax credits 114 122
Customer advances 155 160
Derivative liabilities 116 86
Power-purchase contracts 22 32
Accumulated provision for pensions and benefits 1,089 1,099
Asset retirement obligations 2,892 2,759
Regulatory liabilities 3,433 3,140
Other deferred credits and other long-term liabilities 1,595 1,267
Total deferred credits and other liabilities 14,612 13,962
Total liabilities 27,908 27,366
Commitments and contingencies (Note 6)

Minority interest 295 271
Preferred and preference stock of utility not subject to mandatory redemption 915 915
Common stock, no par value (325,811,206 shares outstanding at each date) 2,225 2,080
Accumulated other comprehensive income (loss) 92) 78
Retained earnings 6,311 5,551
Total common shareholders’ equity 8,444 7,709
Total liabilities and shareholders’ equity $ 37,562 $ 36,261

Authorized common stock is 800 million shares at each reporting period

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Statements of Cash Flows

In millions Year ended December 31,

Edison International

2007 2006 2005

Cash flows from operating activities:
Net income

$1,098 $1,181 $ 1,137

Less: income (loss) from discontinued operations 2) 97 30
Income from continuing operations 1,100 1,084 1,107
Adjustments to reconcile to net cash provided by operating activities:
Cumulative effect of accounting change — net of tax — (1) 1
Depreciation, decommissioning and amortization 1,264 1,181 1,061
Loss on impairment of nuclear decommissioning trusts 58 54 —
Other amortization 111 99 107
Stock-based compensation 37 47 48
Minority interest 156 139 167
Deferred income taxes and investment tax credits 39) (136) 160
Equity in income from partnerships and unconsolidated subsidiaries (75) (76) (136)
Income from leveraged leases 49) 67) (71)
Regulatory assets — long-term 148 92 387
Regulatory liabilities — long-term 157 18 (168)
Loss on early extinguishment of debt 241 146 25
Impairment losses — — 67
Levelized rent expense (160) (161) (117)
Derivative assets — long-term 14) ) (42)
Derivative liabilities — long-term 67) 50 97
Other assets (180) (231) 75
Other liabilities 197 307 1
Margin and collateral deposits — net of collateral received 24) 601 (586)
Receivables and accrued unbilled revenue (59) 208 (321)
Derivative assets — short-term 111 182 (233)
Derivative liabilities — short-term (108) (103) 137
Inventory and other current assets (121) (68) 47)
Regulatory assets — short-term 357 (18) 17
Regulatory liabilities — short-term 19 318 192
Book overdrafts 72 — —
Accrued interest and taxes 12 (123) 36
Accounts payable and other current liabilities 18 (121) 203
Distributions and dividends from unconsolidated entities 33 61 58
Operating cash flows from discontinued operations (2) 94 22
Net cash provided by operating activities 3,193 3,568 2,247
Cash flows from financing activities:
Long-term debt issued 2,930 2,350 1,325
Premiums paid on extinguishment of debt and issuance costs (241) (181) (25)

Long-term debt repaid

Bonds repurchased

Issuance of preference stock

Redemption of preferred stock

Rate reduction notes repaid

Book overdrafts

Short-term debt financing — net

Shares purchased for stock-based compensation
Proceeds from stock option exercises

Excess tax benefits related to stock option exercises
Dividends to minority shareholders

Dividends paid

(3215  (2,110)0  (2,071)
37 — —
— 196 591

— — (148)
(246) (246) (246)
— (118) 25
500 — (88)
(215) (173) (192)
86 66 85

45 27 —
(106) (162) (174)
(378) (352) (326)

Net cash used by financing activities

$ 877) $ (703) $ (1,244)

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Statements of Cash Flows

Edison International

In millions Year ended December 31, 2007 2006 2005
Cash flows from investing activities:
Capital expenditures $ (2,826) $ (2,536) $ (1,868)
Purchase of interest of acquired companies 33) (18) (154)
Proceeds from sale of property and interest in projects 2 89 10
Proceeds from sale of discontinued operations — — 124
Proceeds from nuclear decommissioning trust sales 3,697 3,010 2,067
Purchases of nuclear decommissioning trusts investments and other 3,830) (3,150) 2,159)
Proceeds from partnerships and unconsolidated subsidiaries, net of

investment 42 25 132
Maturities and sales of short-term investments 9,953 7,128 2,928
Purchases of short-term investments 9,476) (7,474) (2,999)
Restricted cash 99 13 53
Customer advances for construction and other investments (298) (50) 62
Investing cash flows from discontinued operations — — 5
Net cash used by investing activities (2,670) (2,963) (1,799)
Effect of consolidation of variable interest entities on cash — — 3
Effect of exchange rate changes on cash — — (1)
Net decrease in cash and equivalents (354) 98) (794)
Cash and equivalents, beginning of year 1,795 1,893 2,689
Cash and equivalents, end of year 1,441 1,795 1,895
Cash and equivalents — discontinued operations — — (2)
Cash and equivalents — continuing operations $ 1441 $ 1,795 $ 1,893

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Statements of Changes in Common Shareholders’ Equity

Edison International

Accumulated Total
Other Common
Common Comprehensive  Retained Shareholders’
In millions Stock Income (Loss) Earnings Equity
Balance at December 31, 2004 $ 1,975 $ @ $ 4,078 $ 6,049
Net income 1,137 1,137
Other comprehensive loss (222) (222)
Common stock dividends declared ($1.02
per share) (332) (332)
Shares purchased for stock-based
compensation (20) (162) (182)
Proceeds from stock option exercises 85 85
Noncash stock-based compensation
and other 35 35
Excess tax benefits related to stock option
exercises 52 52
Capital stock expense and other 1 8 @)
Balance at December 31, 2005 $ 2,043 $ (226) $ 4,798 $ 6,615
Net income 1,181 1,181
Other comprehensive income 324 324
SFAS No. 158 — Pension and other
postretirement benefits (30) 30)
Tax effect 10 10
Common stock dividends declared ($1.10
per share) (358) (358)
Shares purchased for stock-based
compensation (33) (136) (169)
Proceeds from stock option exercises 66 66
Noncash stock-based compensation
and other 42 42
Excess tax benefits related to stock option
exercises 28 28
Balance at December 31, 2006 $ 2,080 $ 78 $ 5,551 $ 7,709
Net income 1,098 1,098
FIN 48 adoption 250 250
Other comprehensive loss (170) (170)
Common stock dividends declared ($1.175)
per share) (383) (383)
Shares purchased for stock-based
compensation (216) (216)
Proceeds from stock option exercises 86 86
Noncash stock-based compensation
and other 32 (7) 25
Excess tax benefits related to stock option
exercises 45 45
Change in classification of shares purchased
to settle performance shares 68 (68)
Balance at December 31, 2007 $ 2,225 $ (92 $ 6,311 $ 8,444

Authorized common stock is 800 million shares. Outstanding common stock is 325,811,206 shares for all

years presented.

The accompanying notes are an integral part of these consolidated financial statements.
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Notes to Consolidated Financial Statements

Note 1. Summary of Significant Accounting Policies

Edison International’s principal wholly owned subsidiaries include: SCE, a rate-regulated electric utility that
supplies electric energy to a 50,000 square-mile area of central, coastal and southern California; and EMG, a
wholly owned non-utility subsidiary; EMG is the holding company of EME and Edison Capital. EME is an
independent power producer engaged in the business of developing, acquiring, owning or leasing, operating
and selling energy and capacity from independent power production facilities; EME also conducts hedging and
energy trading activities in power markets open to competition. Edison Capital is a provider of capital and
financial services. EME has domestic projects and one foreign project in Turkey; Edison Capital has domestic
and foreign investments, primarily in Europe, Australia and Africa.

Basis of Presentation

The consolidated financial statements include Edison International and its wholly owned subsidiaries. Edison
International consolidates subsidiaries in which it has a controlling interest and VIEs in which they are the
primary beneficiary. In addition, Edison International generally uses the equity method to account for
significant interests in (1) partnerships and subsidiaries in which it owns a significant or less than controlling
interest and (2) VIEs in which it is not the primary beneficiary. Intercompany transactions have been
eliminated, except EME’s profits from energy sales to SCE, which are allowed in utility rates.

SCE’s accounting policies conform to accounting principles generally accepted in the United States of
America, including the accounting principles for rate-regulated enterprises, which reflect the rate-making
policies of the CPUC and the FERC. SCE applies SFAS No. 71 to the portion of its operations in which
regulators set rates at levels intended to recover the estimated costs of providing service, plus a return on
capital. Due to timing and other differences in the collection of revenue, these principles allow an incurred
cost that would otherwise be charged to expense by a nonregulated entity to be capitalized as a regulatory
asset if it is probable that the cost is recoverable through future rates; and conversely these principles require
creation of a regulatory liability for probable future costs collected through rates in advance of the actual costs
being incurred. SCE’ management continually evaluates the anticipated recovery of regulatory assets,
liabilities, and revenue subject to refund and provides for allowances and/or reserves as appropriate.

Certain prior-year amounts were reclassified to conform to the December 31, 2007 financial statement
presentation. Except as indicated, amounts presented in the Notes to the Consolidated Financial Statements
relate to continuing operations.

Financial statements prepared in conformity with accounting principles generally accepted in the United States
of America require management to make estimates and assumptions that affect the reported amounts of assets
and liabilities and disclosure of contingency assets and liabilities at the date of the financial statements and the
reported amounts of revenue and expenses during the reported period. Actual results could differ from those
estimates.

Book Overdrafts

Book overdrafts represent timing difference associated with outstanding checks in excess of cash funds that
are on deposit with financial institutions. SCE’s ending daily cash funds are temporarily invested in short-term
investments, until required for check clearings. SCE reclassifies the amount for checks issued but not yet paid
by the financial institution, from cash to book overdrafts.

Cash and Equivalents

Cash and equivalents consist of cash and cash equivalents. Cash equivalents consist of time deposits including
certificates of deposit ($141 million and $439 million at December 31, 2007 and 2006, respectively) and other
investments ($1.0 billion and $1.1 billion at December 31, 2007 and 2006, respectively) with original
maturities of three months or less. Additionally, cash and equivalents of $110 million and $78 million at
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Edison International

December 31, 2007 and 2006, respectively are included for four projects that Edison International is
consolidating under an accounting interpretation for VIEs. For a discussion of restricted cash, see “Restricted
Cash.”

Deferred Financing Costs

Debt premium, discount and issuance expenses are deferred and amortized (on a straight-line basis for SCE
and on a basis which approximates the effective interest rate method for EMG) through interest expense over
the life of each issue. Under CPUC rate-making procedures, debt reacquisition expenses are amortized over
the remaining life of the reacquired debt or, if refinanced, the life of the new debt. California law prohibits
SCE from incurring or guaranteeing debt for its nonutility affiliates. SCE had unamortized loss on reacquired
debt of $331 million at December 31, 2007 and $318 million at December 31, 2006 reflected in “Regulatory
assets” in the long-term section of the consolidated balance sheets. Edison International had unamortized debt
issuance costs of $83 million at December 31, 2007 and $96 million at December 31, 2006 reflected in “Other
long-term assets” on the consolidated balance sheets.

Derivative Instruments and Hedging Activities

Edison International uses derivative financial instruments to manage financial exposure on its investments and
fluctuations in commodity prices, interest rates, foreign currency exchange rates, and emission and
transmission rights. Edison International manages these risks in part by entering into interest rate swap, cap
and lock agreements, and forward commodity transactions, including options, swaps and futures. Edison
International has a power marketing and trading subsidiary that markets the energy and capacity of EME’s
merchant generating fleet and, in addition, trades electric power and energy and related commodity and
financial products.

Edison International is exposed to credit loss in the event of nonperformance by counterparties. To mitigate
credit risk from counterparties, master netting agreements are used whenever possible and counterparties may
be required to pledge collateral depending on the creditworthiness of each counterparty and the risk associated
with the transaction.

Edison International records its derivative instruments on its consolidated balance sheets at fair value as either
assets or liabilities unless they meet the definition of a normal purchase or sale. The normal purchases and
sales exception requires, among other things, physical delivery in quantities expected to be used or sold over a
reasonable period in the normal course of business. All changes in the fair value of derivatives are recognized
currently in earnings unless specific hedge criteria are met which requires Edison International to formally
document, designate, and assess the effectiveness of hedge transactions. For those derivative transactions that
qualify for and for which Edison International has elected hedge accounting, gains or losses from changes in
the fair value of a recognized asset or liability or a firm commitment are reflected in earnings for the
ineffective portion of a designated fair value hedge. For a designated hedge of the cash flows of a forecasted
transaction or a foreign currency exposure, the effective portion of the gain or loss is initially recorded as a
separate component of shareholders’ equity under the caption “Accumulated other comprehensive income
(loss),” and subsequently reclassified into earnings when the forecasted transaction affects earnings. The
remaining gain or loss on the derivative instrument, if any, is recognized currently in earnings.

Derivative assets and liabilities are shown at gross amounts on the consolidated balance sheets, except that net
presentation is used when Edison International has the legal right of setoff, such as multiple contracts executed
with the same counterparty under master netting arrangements. The results of derivative activities are recorded
as part of cash flows from operating activities in the consolidated statements of cash flows.

To mitigate SCE’s exposure to spot-market prices, the CPUC has authorized SCE to enter into power purchase
contracts (including QFs), energy options, tolling arrangements and forward physical contracts. SCE records
these derivative instruments on its consolidated balance sheets at fair value unless they meet the definition of a
normal purchase or sale (as discussed above), or are classified as VIEs or leases. The derivative instrument
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Notes to Consolidated Financial Statements

fair values are marked to market at each reporting period. Any fair value changes for recorded derivatives are
recorded in purchased-power expense and offset through the provision for regulatory adjustment clauses, as the
CPUC allows these costs to be recovered from or refunded to customers through a regulatory balancing
account mechanism. As a result, fair value changes do not affect SCE’s earnings. SCE has elected not to use
hedge accounting for these transactions due to this regulatory accounting treatment.

Most of SCE’s QF contracts are not required to be recorded on the consolidated balance sheets because they
either do not meet the definition of a derivative or meet the normal purchases and sales exception. However,
SCE purchases power from certain QFs in which the contract pricing is based on a natural gas index, but the
power is not generated with natural gas. The portion of these contracts that is not eligible for the normal
purchases and sales exception is recorded on the consolidated balance sheets at fair value. Unit-specific
contracts (signed or modified after June 30, 2003) in which SCE takes virtually all of the output of a facility
are generally considered to be leases under EITF No. 01-8.

SCE enters into interest-locks to mitigate interest rate risk associated with future financings. SCE expects to
recover any fair value changes associated with the interest-lock derivative instruments through regulatory
mechanisms. Realized and unrealized gains and losses do not affect current earnings. Realized gains/losses are
amortized and recovered through interest expense over the life of the new debt.

EME’s risk management and trading operations are condu