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INFORMATION REGARDING FORWARD-LOOKING STATEMENTS

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

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

PART I
ITEM 1. BUSINESS
Description of Business

Pacific Enterprises (PE or the company) is an energy services company
whose only direct subsidiary is Southern California Gas Company
(SoCalGas), the nation's largest natural gas distribution utility. PE's
common stock is wholly owned by Sempra Energy, a California-based
Fortune 500 holding company, and PE owns all of the common stock of
SoCalGas. The financial statements herein are, in one case, the
Consolidated Financial Statements of PE and its subsidiary, SoCalGas,
and, in the second case, the Consolidated Financial Statements of
SoCalGas and its subsidiaries, which comprise less than one percent of
SoCalGas' consolidated financial position and results of operations.
Sempra Energy also indirectly owns all of the common stock of San Diego
Gas & Electric (SDG&E). SoCalGas and SDG&E are collectively referred to
herein as "the California Utilities." A description of PE and SoCalGas
is given in "Management's Discussion and Analysis of Financial Condition
and Results of Operations" herein.

As PE itself has no operations, PE's financial position and operations
consist of those of SoCalGas and some additional items attributable to
PE's position as a holding company (e.g. cash, intercompany accounts,

debt and equity) .
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Company Website

SoCalGas' website address is http://www.socalgas.com/ and the website
address of PE's parent company, Sempra Energy, is
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http://www.sempra.com/investor.htm. The company makes available free of
charge via a hyperlink on its website to Sempra Energy's website, its
annual report on Form 10-K, quarterly reports on Form 10-Q, current
reports on Form 8-K, and any amendments to those reports as soon as
reasonably practicable after such material is electronically filed with
or furnished to the Securities and Exchange Commission.

GOVERNMENT REGULATION
Local Regulation

SoCalGas has gas franchises with the 240 legal Jjurisdictions in its
service territory. These franchises allow SoCalGas to locate facilities
for the transmission and distribution of natural gas in the streets and
other public places. Some franchises have fixed terms, such as that for
the city of Los Angeles, which expires in 2012. Most of the franchises
do not have fixed terms and continue indefinitely. The range of
expiration dates for the franchises with definite terms is 2003 to 2048.

California Utility Regulation

The State of California Legislature, from time to time, passes laws that
regulate SoCalGas' operations. For example, in 1999, the legislature
enacted a law addressing natural gas industry restructuring.

The CPUC, which consists of five commissioners appointed by the Governor
of California for staggered six-year terms, regulates SoCalGas' rates
and conditions of service, sales of securities, rate of return, rates of
depreciation, uniform systems of accounts, examination of records, and
long-term resource procurement. The CPUC also conducts various reviews
of utility performance and conducts investigations into various matters,
such as deregulation, competition and the environment, to determine its
future policies. The CPUC also regulates the relationship of utilities
with their holding companies and is currently conducting an
investigation into this relationship.

United States Utility Regulation

The FERC regulates the interstate sale and transportation of natural
gas, the uniform systems of accounts and rates of depreciation. Both the
FERC and CPUC are currently investigating prices charged to the
California investor-owned utilities (IOUs) by various suppliers of
natural gas and electricity.

Licenses and Permits

SoCalGas obtains a number of permits, authorizations and licenses in
connection with the transmission and distribution of natural gas. They
require periodic renewal, which results in continuing regulation by the

granting agency.

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

SOURCES OF REVENUE

Information on this topic is provided in Note 1 of the notes to
Consolidated Financial Statements herein.
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NATURAL GAS OPERATIONS

SoCalGas purchases, sells, distributes, stores and transports natural
gas. It owns and operates a natural gas distribution, transmission and
storage system that supplies natural gas to 18.9 million end-use
customers throughout a 23,000-square mile service territory from San
Luis Obispo in the north, to the Mexican border in the south, and 535
cities, excluding the City of Long Beach and SDG&E's service territory
in the County of San Diego. SoCalGas also transports gas to about 1,300
utility electric generation (UEG), wholesale, large commercial,
industrial and off-system (outside the company's normal service
territory) customers.

SoCalGas offers two basic utility services: sale of natural gas and
transportation of natural gas. Natural gas service is also provided on a
wholesale basis to the distribution systems of the City of Long Beach,
Southwest Gas Corporation and SDG&E, an affiliated company.

Supplies of Natural Gas

SoCalGas buys natural gas under several short-term and long-term
contracts. Short-term purchases are from various suppliers and are
primarily based on monthly spot-market prices. SoCalGas transports
natural gas under long-term firm pipeline capacity agreements that
provide for annual reservation charges, which are recovered in rates.
SoCalGas has commitments for firm pipeline capacity under contracts with
pipeline companies that expire at various dates through 2006.

Most of the natural gas purchased and delivered by SoCalGas is produced
outside of California. These supplies are delivered to SoCalGas'
intrastate transmission system by interstate pipeline companies,
primarily E1l Paso Natural Gas Company and Transwestern Natural Gas
Company. These interstate companies provide transportation services for
supplies purchased from other sources by the company or its
transportation customers. The rates that interstate pipeline companies
may charge for natural gas and transportation services are regulated by
the FERC.

The following table shows the sources of natural gas deliveries from
1998 through 2002:

Years Ended December 31

2002 2001 2000 1999 1998
Purchases in billions of cubic feet
Gas purchases - commodity portion 379 367 360 391 374
Customer-owned and exchange receipts 640 837 755 637 637
Storage withdrawal
(injection) - net 3 (27) 39 (6) (28)

Company use and
unaccounted for (18) (24) (21) (16) (21)
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Net deliveries 1,004 1,153 1,133 1,006 962

Purchases in millions of dollars

Commodity costs $1,101 $1,997 $1,243 $ 916 S 774
Fixed charges* 128 128 128 147 174
Total purchases $1,229 $2,125 $1,371 $1,063 S 948

Average commodity cost of purchases
(dollars per thousand cubic feet)** $ 2.90 $ 5.44 S 3.45 $ 2.34 $ 2.07

* Fixed charges primarily include pipeline demand charges, take or pay settlement
costs and other direct-billed amounts allocated over the quantities delivered by the
interstate pipelines serving SoCalGas.

** The average commodity cost of natural gas purchased excludes fixed charges.

Market-sensitive natural gas supplies (supplies purchased on the spot
market as well as under longer-term contracts, ranging from one month to
two years, based on spot prices) accounted for 100 percent of total
natural gas volumes purchased by SoCalGas. The annual average price of
natural gas at the California/Arizona border was $3.14/million British
thermal units (mmbtu) in 2002, compared with $7.27/mmbtu in 2001 and
$6.25/mmbtu in 2000. Supply/demand imbalances and a number of other
factors associated with California's energy crisis from late 2000
through early 2001 resulted in higher natural gas prices during that
period. Prices for natural gas decreased in the later part of 2001 and
increased toward the end of 2002. As of December 31, 2002, the average
spot cash price at the California/Arizona border was $4.47/mmbtu. The
cost of gas purchased may vary and can exceed the annual average price.

During 2002, SoCalGas delivered 1,004 billion cubic feet (bcf) of
natural gas. Approximately 65 percent of these deliveries were customer-
owned natural gas for which SoCalGas provided transportation services.
The remaining natural gas deliveries were purchased by SoCalGas and
resold to customers.

Customers

For regulatory purposes, customers are separated into core and noncore
customers. Core customers are primarily residential and small commercial
and industrial customers, without alternative fuel capability. Noncore
customers consist primarily of UEG, wholesale, large commercial,
industrial and off-system (outside the company's normal service
territory) customers. Of the 5.3 million meters in SoCalGas' service
territory, only 1,300 serve the noncore market.

Most core customers purchase natural gas directly from SoCalGas. Core
customers are permitted to aggregate their natural gas requirement and,
for up to 10 percent of SoCalGas' core market, to purchase natural gas
directly from brokers or producers. The CPUC tentatively authorized the
removal of the 10 percent limit, but this has yet to be implemented.
SoCalGas continues to be obligated to purchase reliable supplies of
natural gas to serve the requirements of its core customers. In early
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2002, the California Utilities filed an application with the CPUC to
combine their core procurement portfolios. On August 22, 2002, the CPUC
issued an interim decision denying the request, pending completion of
the CPUC's ongoing investigation of market power issues.

The CPUC ordered that utility procurement services offered to noncore
customers be phased out sometime in 2003. Noncore customers would have
the option to either become core customers, and continue to receive
utility procurement services, or remain noncore customers and purchase
their natural gas from other sources, such as brokers or producers.
Noncore customers would also have to make arrangements to deliver their
purchases to SoCalGas' receipt points for delivery through SoCalGas'
transmission and distribution system. The proposed implementation of the
order has encountered significant opposition and the CPUC is
reconsidering its decision.

In 2002, 85 percent of the CPUC-authorized natural gas margin was
allocated to the core customers, with 15 percent allocated to the
noncore customers.

Although revenues from transportation throughput is less than for
natural gas sales, SoCalGas generally earns the same margin whether
SoCalGas buys the natural gas and sells it to the customer or transports
natural gas already owned by the customer.

SoCalGas also provides natural gas storage services for noncore and off-
system customers on a bid and negotiated contract basis. The storage
service program provides opportunities for customers to store natural
gas on an "as available" basis, usually during the summer to reduce
winter purchases when natural gas costs are generally higher. As of
December 31, 2002, SoCalGas was storing approximately 34 bcf of
customer-owned gas.

Demand for Natural Gas

Natural gas 1is a principal energy source for residential, commercial,
industrial and UEG plant customers. Natural gas competes with
electricity for residential and commercial cooking, water heating, space
heating and clothes drying, and with other fuels for large industrial,
commercial and UEG uses. Growth in the natural gas markets is largely
dependent upon the health and expansion of the southern California
economy. SoCalGas added 61,000 new customer meters in 2002 and 59,000 in

2001, representing growth rates of 1.2 percent and 1.1 percent,
respectively. SoCalGas expects that its growth rate for 2003 will
approximate that of 2002.

During 2002, 99 percent of residential energy customers in SoCalGas'
service area used natural gas for water heating, 96 percent for space
heating, 76 percent for cooking and 55 percent for clothes drying.

Demand for natural gas by noncore customers i1s very sensitive to the
price of competing fuels. Although the number of noncore customers in
2002 was only 1,300 they accounted for approximately 8 percent of the
authorized natural gas revenues and 65 percent of total natural gas
volumes. External factors such as weather, the price of electricity,
electric deregulation, the use of hydroelectric power, competing
pipelines and general economic conditions can result in significant
shifts in demand and market price. The demand for natural gas by large
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UEG customers 1is also greatly affected by the price and availability of
electric power generated in other areas.

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

Other

The Pipeline Safety Improvement Act of 2002, which became public law on
December 17, 2002, requires that baseline inspections be completed over
a ten-year period, with 50 percent of the inspections complete at the
end of five years. Related to these inspections and potential retrofits,
the company estimates that it will have $2.8 million in operating and
maintenance expense each year and $23 million in capital expenditures.

Additional information concerning customer demand and other aspects of
natural gas operations is provided under "Management's Discussion and
Analysis of Financial Condition and Results of Operations" and in Notes
9 and 10 of the notes to Consolidated Financial Statements herein.

RATES AND REGULATION
Natural Gas Industry Restructuring

The natural gas industry in California experienced an initial phase of
restructuring during the 1980s. In December 2001 the CPUC issued a
decision adopting provisions affecting the structure of the natural gas
industry in California, some of which could introduce additional
volatility into the earnings of SoCalGas and other market participants.
During 2002 the California Utilities filed a proposed implementation
schedule and revised tariffs and rules required for implementation.
However, protests of these compliance filings were filed, and the CPUC
has not yet authorized implementation of most of the provisions of its
decision. Additional information on natural gas industry restructuring
is provided in "Management's Discussion and Analysis of Financial

Condition and Results of Operations" and in Note 9 of the notes to
Consolidated Financial Statements herein.

Balancing Accounts

In general, earnings fluctuations from changes in the costs of natural
gas and consumption levels for the majority of natural gas are
eliminated through balancing accounts authorized by the CPUC. As a
result, fluctuations in commodity costs and consumption levels do not
affect earnings from SoCalGas' operations. In December 2002, the CPUC
issued a decision approving 100 percent balancing account treatment for
variances between forecast and actual for SoCalGas' noncore revenues and
throughput (see BCAP below). Additional information on balancing
accounts is provided in "Management's Discussion and Analysis of
Financial Condition and Results of Operations”™ and in Note 1 of the
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notes to Consolidated Financial Statements herein.
Biennial Cost Allocation Proceeding (BCAP)

Rates to recover the changes in the cost of natural gas transportation
services are determined in the BCAP. The mechanism in effect through the
end of 2002 largely eliminated the effect on SoCalGas' income of
variances in customer demand and natural gas transportation costs and is
subject to the limitations of the Gas Cost Incentive Mechanism (GCIM)
described below. In December 2002, the CPUC issued a decision approving
100 percent balancing account treatment for variances between forecast
and actual for SoCalGas' noncore revenues and throughput. The change
eliminates the impact on earnings from any throughput and revenue
variances compared to adopted forecast levels, effective January 1,
2003. Additional information on the BCAP is provided in Note 9 of the
notes to Consolidated Financial Statements herein.

Gas Cost Incentive Mechanism

The GCIM is a process SoCalGas uses to evaluate its natural gas
purchases, substantially replacing the previous process of
reasonableness reviews. Additional information on the GCIM is provided
in "Management's Discussion and Analysis of Financial Condition and
Results of Operations" and in Note 9 of the notes to Consolidated
Financial Statements herein.

Cost of Capital

The authorized cost of capital is determined by an automatic adjustment
mechanism based on changes in certain capital market indices. Additional
information on SoCalGas' cost of capital is provided in "Management's
Discussion and Analysis of Financial Condition and Results of
Operations" and in Note 9 of the notes to Consolidated Financial
Statements herein.

Performance-Based Regulation (PBR)

To promote efficient operations and improved productivity and to move
away from reasonableness reviews and disallowances, the CPUC adopted PBR
for SoCalGas effective in 1997. PBR has resulted in modification to the
general rate case and certain other regulatory proceedings for SoCalGas.
Under PBR, regulators require future income potential to be tied to
achieving or exceeding specific performance and productivity goals,
rather than relying solely on expanding utility plant to increase

earnings. The three areas that are eligible for PBR rewards are
operational incentives based on measurements of safety, reliability and
customer satisfaction; demand-side management (DSM) rewards based on the
effectiveness of the programs; and natural gas procurement rewards.
Rewards resulting from PBR are not included in the company's earnings
before they are approved by the CPUC. Additional information on
SoCalGas' PBR mechanism is provided in "Management's Discussion and
Analysis of Financial Condition and Results of Operations" and in Note 9
of the notes to Consolidated Financial Statements herein.

ENVIRONMENTAL MATTERS

Discussions about environmental issues affecting the company are
included in Note 10 of the notes to Consolidated Financial Statements
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herein. The following additional information should be read in
conjunction with those discussions.

Hazardous Substances

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

During the early 1900s, SoCalGas and its predecessors manufactured gas
from coal or oil. The manufacturing sites often have become contaminated
with the hazardous residual by-products of the process. SoCalGas has
identified 42 such sites at which it (together with other users as to 21
of these sites) may have cleanup obligations. Preliminary
investigations, at a minimum, have been completed on 41 of the sites. As
of December 31, 2002, 22 of these sites have been remediated, of which
18 have received certification from the California Environmental
Protection Agency (EPA). At December 31, 2002, SoCalGas' estimated
remaining investigation and remediation liability for all of these sites
was $42.6 million.

SoCalGas lawfully disposes of wastes at permitted facilities owned and
operated by other entities. Operations at these facilities may result in
actual or threatened risks to the environment or public health. Under
California law, businesses that arrange for legal disposal of wastes at
a permitted facility from which wastes are later released, or threaten
to be released, can be held financially responsible for corrective
actions at the facility.

SoCalGas has been named as a potentially responsible party (PRP) for two
landfill sites and five industrial waste disposal sites, from which
releases have occurred.

Remedial actions and negotiations with other PRPs and the United States
EPA have been in progress since 1986 and 1993 for the two landfill
sites. The company's share of costs to remediate these sites is
estimated to be $0.7 million for the first site and $10.4 million for
the second site. Since 1987, $11.9 million has been spent ($6.5 million
in 2002), including $6.4 million for two consent decrees to settle and
liquidate all remaining liabilities at the second site.

10

At December 31, 2002, the company's estimated remaining investigation
and remediation liability related to hazardous waste sites, including
the manufactured gas sites, was $42.6 million, of which 90 percent is
authorized to be recovered through the Hazardous Waste Collaborative
mechanism. The company believes that any costs not ultimately recovered
through rates, insurance or other means will not have a material adverse
effect on the company's consolidated results of operations or financial
position.

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

10
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Air and Water Quality

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

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

The SoCalGas RD&D portfolio is focused in five major areas: operations,
utilization systems, power generation, public interest and
transportation. Each of these activities provides benefits to customers
and society by providing more cost-effective, efficient natural gas
equipment with lower emissions, increased safety, and reduced
environmental mitigation and other operating costs. The CPUC has
authorized SoCalGas to recover its operating costs associated with RD&D.
SoCalGas' annual RD&D costs have averaged $5.9 million over the past
three years.

Employees of Registrant

As of December 31, 2002 SoCalGas had 6,230 employees, compared to 6,063
at December 31, 2001.

Labor Relations

Field, technical and most clerical employees at SoCalGas are represented
by the Utility Workers' Union of America or the International Chemical
Workers' Council. The new collective bargaining agreement for field,
technical and most clerical employees at SoCalGas has been negotiated.
The new agreement on wages, hours and working conditions is in effect
through December 31, 2004, and the agreement covering medical, dental
and vision benefits is in effect through December 31, 2003. At December
31, 2002, the agreement covering the pension plan, savings plan and life
insurance expired. The company and the union have agreed to two
successive one-month extensions with the last extension to expire on
February 28, 2003. Negotiations are continuing and an agreement is
expected in the next several weeks.

11

ITEM 2. PROPERTIES
Natural Gas Properties

At December 31, 2002, SoCalGas' natural gas facilities included
approximately 2,846 miles of transmission and storage pipeline, 46,181
miles of distribution pipeline and 45,215 miles of service piping. They
also included 11 transmission compressor stations and 4 underground
storage reservoirs, with a combined working capacity of 118 bcf.

Other Properties
SoCalGas has a 15-percent limited partnership interest in a 52-story
office building in downtown Los Angeles. SoCalGas leases approximately

half of the building through 2011. The lease has six separate five-year
renewal options.

11
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The company owns or leases other offices, operating and maintenance
centers, shops, service facilities and equipment necessary in the
conduct of its business.

ITEM 3. LEGAL PROCEEDINGS

Except for the matters described in Note 10 of the notes to Consolidated
Financial Statements or referred to elsewhere in this Annual Report,
neither the companies nor their subsidiaries are party to, nor is their
property the subject of, any material pending legal proceedings other
than routine litigation incidental to their businesses.

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

None

PART II

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

All of the issued and outstanding common stock of PE is owned by Sempra
Energy. The information required by Item 5 concerning dividends declared
is included in the "Statements of Consolidated Changes in Shareholders'

Equity" set forth in Item 8 of this Annual Report herein.
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ITEM 6. SELECTED FINANCIAL DATA

(Dollars in millions) At December 31, or for the years then ended

Pacific Enterprises:
Income Statement Data:

Operating revenues $ 2,858 $ 3,716 $ 2,854 $ 2,569 $ 2,472
Operating income S 246 S 269 S 263 $ 271 S 218
Dividends on preferred stock S 4 S 4 S 4 $ 4 S 4
Earnings applicable to
common shares S 209 S 202 S 207 S 180 S 143
Balance Sheet Data:
Total assets $ 4,559 $ 4,161 S 4,756 $ 4,110 $ 4,571
Long-term debt $ 657 $ 579 $ 821 $ 939 $ 985
Short—-term debt (a) S 175 S 150 S 120 S 30 S 249
Shareholders' equity S 1,684 $ 1,574 $ 1,526 $ 1,426 $ 1,547
(a) Includes long-term debt due within one year.
Since Pacific Enterprises is a wholly owned subsidiary of Sempra Energy,
per share data is not provided.
(Dollars in millions) At December 31, or for the years then ended
2002 2001 2000 1999 1998

SoCalGas:
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Income Statement Data:

Operating revenues $ 2,858 $ 3,716 $ 2,854 $ 2,569 S 2,427
Operating income S 242 S 273 S 266 S 268 S 238
Dividends on preferred Stock S 1 S 1 S 1 S 1 S 1
Earnings applicable to

common shares S 212 S 207 S 206 S 200 S 158

Balance Sheet Data:

Total assets S 4,079 $ 3,733 $ 4,128 $ 3,452 $ 3,834
Long-term debt S 657 S 579 S 821 S 939 S 967
Short—-term debt (a) S 175 S 150 S 120 S 30 S 75
Shareholders' equity $ 1,340 $ 1,327 $ 1,309 $ 1,310 $ 1,382

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

Since SoCalGas is a wholly owned subsidiary of Pacific Enterprises, per
share data is not provided.

This data should be read in conjunction with the Consolidated Financial
Statements and the notes to Consolidated Financial Statements contained
herein.

ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS -- Pacific Enterprises and Southern California Gas
Company

INTRODUCTION

This section includes management's discussion and analysis of operating
results from 2000 through 2002, and provides information about the
capital resources, liquidity and financial performance of Pacific

13

Enterprises (PE) and Southern California Gas Company (SoCalGas).
SoCalGas, PE or the two together are referred to as "the company"
herein, the distinction being indicated by the context. This section
also focuses on the major factors expected to influence future operating
results and discusses investment and financing activities and plans. It
should be read in conjunction with the Consolidated Financial Statements
included herein.

PE is an energy services company whose only direct subsidiary is
SoCalGas, the nation's largest natural gas distribution utility.
SoCalGas owns and operates a natural gas distribution, transmission and
storage system supplying natural gas throughout a 23,000-square mile
service territory. Its service territory extends from San Luis Obispo
on the north to the Mexican border in the south, and 535 cities,
excluding the City of Long Beach and San Diego County. SoCalGas provides
natural gas service to residential, commercial, industrial, utility
electric generation and wholesale customers, through 5.3 million meters
in a service area with a population of 18.9 million.

Business Combination

Sempra Energy (the Parent) was formed to serve as a holding company for
PE, the parent corporation of SoCalGas, and Enova Corporation (Enova),
the parent corporation of San Diego Gas & Electric (SDG&E), in a tax-—
free business combination that became effective on June 26, 1998.
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RESULTS OF OPERATIONS

To understand the operations and financial results of the company, it is
important to understand the ratemaking procedures to which the company
is subject.

SoCalGas is regulated primarily by the California Public Utilities
Commission (CPUC). It is the responsibility of the CPUC to regulate
investor-owned utilities (IOUs) in a manner that serves the best
interests of their customers while providing the IOUs the opportunity to
earn a reasonable return on investment.

The natural gas industry experienced an initial phase of restructuring
during the 1980s by deregulating natural gas sales to noncore customers.
In December 2001, the CPUC issued a decision related to natural gas
industry restructuring, adopting several provisions that the company
believes will make natural gas service more reliable, more efficient and
better tailored to the desires of customers. The CPUC anticipated
implementation during 2002; however, implementation has been delayed.

In connection with restructuring of the natural gas industry, the
company received approval from the CPUC for Performance-Based Ratemaking
(PBR) . Under PBR, income potential is tied to achieving or exceeding
specific performance and productivity measures, such as demand side
management and customer growth, rather than solely to expanding utility
plant.

See additional discussion of these situations under "Factors Influencing
Future Performance" and in Note 9 of the notes to Consolidated Financial
Statements.

The table below summarizes SoCalGas' natural gas volumes and revenues by
customer class:
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NATURAL GAS SALES, TRANSPORTATION AND EXCHANGE
(Dollars in millions, volumes in billion cubic feet)
For the years ended December 31

Natural Gas Sales Transportation & Exchange

Volumes Revenue Volumes Revenue
2002:

Residential 256 $1,843 2 s 7
Commercial and industrial 100 537 289 168
Electric generation plants - - 201 38
Wholesale - - 156 23
356 $2,380 648 $236

Total
Volumes Revenue
258 $1,850
389 705
201 38
156 23
1,004 2,616
242
$2,858
265 $2,342
353 827
361 86

Total
2001:
Residential 263 $2,336 2 S 6
Commercial and industrial 95 670 258 157
Electric generation plants - - 361 86
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Wholesale -— -— 174 36 174 36
358 $3,006 795 $285 1,153 3,291

Balancing accounts and other 425
Total $3,716

2000:

Residential 251 $2,167 3 $ 12 254 $2,179
Commercial and industrial 86 621 317 209 403 830
Electric generation plants - - 310 106 310 106
Wholesale -— -— 166 54 166 54
337 $2,788 796 $381 1,133 3,169

Balancing accounts and other (315)
Total $2,854

2002 Compared to 2001

Natural Gas Revenue and Cost of Gas Distributed. Natural gas
revenues decreased to $2.9 billion in 2002 from $3.7 billion in 2001,
and the cost of natural gas distributed decreased to $1.2 billion in
2002 from $2.1 billion in 2001. These decreases were due to lower
average natural gas commodity prices and decreased transportation for
electric generation plants. For the fourth quarter, natural gas revenues
increased to $859 million in 2002 from $681 million in 2001, and the
cost of natural gas distributed increased to $384 million in 2002 from
$270 million in 2001. These increases were due primarily to increased
natural gas prices in the fourth quarter of 2002.

Under the current regulatory framework, changes in core-market natural
gas prices (natural gas purchased for customers that are primarily
residential and small commercial and industrial customers, without
alternative fuel capability) or consumption levels do not affect net
income, since core customer rates generally recover the actual cost of
natural gas on a substantially concurrent basis and consumption levels
are fully balanced. However, SoCalGas' Gas Cost Incentive Mechanism
(GCIM) allows SoCalGas to share in the savings or costs from buying
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natural gas for customers below or above monthly benchmarks. The
mechanism permits full recovery of all costs within a tolerance band
above the benchmark price and refunds all savings within a tolerance
band below the benchmark price. The costs or savings outside the
tolerance band are shared between customers and shareholders. See
further discussion in Notes 1 and 9 of the notes to Consolidated
Financial Statements.

Other Operating Expenses. Other operating expenses increased in
2002 compared to 2001 due to higher legal costs, labor and employee
benefits costs, and an increase in operating costs, including operating
costs that are associated with balancing accounts.

Other Income. Other income and deductions consist primarily of
interest income from short-term investments and interest income/expense
from regulatory balancing accounts. This increased in 2002 due to lower
regulatory interest expense, offset by lower interest income from

15
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affiliates. Additionally, PE earned higher rental income in 2002.

Interest Expense. Interest expense decreased in 2002 due to
SoCalGas' repayments of $270 million in long-term debt during the fourth
quarter of 2001, and due to lower interest expense to affiliates.

Income Taxes. Income tax expense at SoCalGas increased in 2002 as
compared to 2001 due to higher income before taxes.

Net Income. Net income for SoCalGas increased to $213 million in
2002 compared to $208 million in 2001. This increase was due primarily
to decreased interest expense in 2002, offset partially by increased
depreciation and the 2000 GCIM award recorded in 2001. Additionally,
PE's net income included less interest income from affiliates in 2002.
Net income for the fourth quarter of 2002 decreased compared to the
fourth quarter of 2001 for both SoCalGas and PE due mainly to increased
operating costs, partially offset by lower interest expense in 2002.

2001 Compared to 2000

Natural Gas Revenue and Cost of Gas Distributed. Natural gas
revenues increased to $3.7 billion in 2001 from $2.9 billion in 2000,
and the cost of natural gas distributed increased to $2.1 billion in
2001 from $1.4 billion in 2000. These increases were due to higher
average gas prices and higher volumes of natural gas sales in 2001. For
the fourth quarter, natural gas revenues decreased to $681 million in
2001 from $804 million in 2000, and the cost of natural gas distributed
decreased to $270 million in 2001 from $402 million in 2000. These
decreases were attributable to lower natural gas costs in the fourth
quarter of 2001.

Other Operating Expenses. Other operating expenses increased in
2001 compared to 2000 due to higher costs for company-use fuel (as a
result of higher natural gas prices), higher employee benefit expenses
and operation costs covered by balancing accounts.

Other Income. Other income and deductions consist primarily of
interest income from short-term investments and interest income and/or
expense from regulatory balancing accounts. This decreased in 2001
compared to 2000 primarily due to lower interest from affiliates, and
due to the 2000 gain on the sale of SoCalGas' investment in Plug Power.
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Interest Expense. Interest expense decreased in 2001 as compared
to 2000 due to SoCalGas' repayments of $270 million in long-term debt
during the fourth quarter of 2001, and due to lower interest expense to
affiliates.

Income Taxes. Income tax expense decreased in 2001 as compared to
2000 due to lower income before taxes and higher deductions related to
capitalized costs.

Net Income. Net income for SoCalGas increased to $208 million in
2001 compared to $207 million in 2000 primarily due to higher gas
volumes in 2001, offset by the gain on sale of SoCalGas' investment in
Plug Power during 2000 and less interest income from affiliates in 2001.
Net income for the fourth quarter of 2001 decreased compared to the
fourth quarter of 2000 for both SoCalGas and PE, primarily due to the
sale of the Plug Power investment mentioned above.

16
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CAPITAL RESOURCES AND LIQUIDITY

SoCalGas' operations are the major source of liquidity. In addition,
working capital requirements can be met through the issuance of short-
term and long-term debt. Cash requirements primarily consist of capital
expenditures for utility plant. At December 31, 2002, the company had
$22 million in cash and $800 million in unused, committed lines of
credit (of which SoCalGas had $300 million in unused lines of credit and
PE had $500 million for the purpose of providing loans to Sempra Energy
Global Enterprises (Global)).

Management believes that cash flows from operations and debt issuances
will be adequate to finance capital expenditure requirements, and other
commitments. Management continues to regularly monitor SoCalGas'
ability to adequately meet the needs of its operating, financing and
investing activities.

CASH FLOWS FROM OPERATING ACTIVITIES

Net cash provided by operating activities totaled $521 million, $300
million and $772 million for 2002, 2001 and 2000, respectively. The
increase in cash flows from operations was primarily due to the payment
of higher accounts payable in 2001 and the increase in regulatory
balancing accounts, partially offset by higher accounts receivable at
the end of 2002. The increase in accounts receivable was due to higher
natural gas costs towards the end of 2002. See further discussion on the
2001 impact of regulatory balancing accounts activity below.

The decrease in cash flows from operating activities in 2001 compared to
2000 was primarily attributable to the decrease in accounts payable due
to lower natural gas costs in 2001 compared to 2000 and the result of
balancing account activity at SoCalGas. This included returns of prior
overcollections and the temporary effects of higher-than-expected costs
of natural gas and public-purpose programs and lower-than-expected sales
volumes. The decrease was partially offset by lower accounts receivable
balances at the end of 2001.

17

CASH FLOWS FROM INVESTING ACTIVITIES

Net cash used in investing activities totaled $508 million, $74 million
and $444 million for 2002, 2001 and 2000, respectively. The increase in
cash used in investing activities in 2002 compared to 2001 was primarily
due to increased capital expenditures and advances to Sempra Energy,
which are payable on demand.

For 2001, cash flows used in investing activities decreased from 2000
due to loan repayments made by Sempra Energy to the company in 2001
compared to loans made to Sempra Energy in 2000, partially offset by an
increase in capital expenditures for utility plant.

Capital Expenditures for Utility Plant

Capital expenditures were $331 million in 2002, compared to $294 million
and $198 million in 2001 and 2000, respectively. Increases in capital
expenditures in 2002 and 2001 were primarily due to improvements to the
natural gas distribution systems and expansion of pipeline capacity to
meet increased demand by electric generators and by commercial and
industrial customers. The expansion of SoCalGas' pipeline capacity was
completed in 2002.

17
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Future Capital Expenditures

Significant capital expenditures in 2003 are expected to include $350
million for improvements to the distribution system. These expenditures
are expected to be financed by operations and security issuances.

Over the next five years, the company expects to make capital
expenditures of approximately $2 billion. Construction programs are
periodically reviewed and revised by the company in response to changes
in economic conditions, competition, customer growth, inflation,
customer rates, the cost of capital, and environmental and regulatory
requirements.

The company's level of construction expenditures in the next few years
may vary substantially, and will depend on the availability of financing
and business opportunities providing desirable rates of return. The
company's intention is to finance any sizeable expenditures so as to
maintain the company's strong investment-grade ratings and capital
structure. Smaller expenditures will be made by the use of existing
liquidity.

CASH FLOWS FROM FINANCING ACTIVITIES

Net cash used in financing activities totaled $4 million, $418 million
and $134 million for 2002, 2001 and 2000, respectively.

Net cash used in financing activities decreased from 2001 due primarily
to the decrease in common dividends paid and lower debt repayments,
partially offset by the issuance of long-term debt of $250 million. Net
cash used in financing activities increased in 2001 compared to 2000
primarily due to the increase in long-term debt repayments and higher
dividends paid by PE in 2001.
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Long-Term and Short-Term Debt

In October 2002, SoCalGas publicly offered and sold $250 million of
4.80% first-mortgage bonds, maturing on October 1, 2012. The bonds are
not subject to a sinking fund and are not redeemable prior to maturity
except through a make-whole mechanism. Proceeds from the bond sale have
become part of the company's general treasury funds to replenish amounts
previously expended to refund and retire indebtedness and will be used
for working capital and other general corporate purposes.

On September 30, 2002, SoCalGas cancelled a fixed-to-variable interest-
rate swap on $175 million of first-mortgage bonds. The $6 million gain
on the transaction is being amortized over the life of the bonds, which
mature in 2025.

In August 2002, SoCalGas paid off $100 million of 6.875% first-mortgage
bonds at maturity.

In 2002, cash was used for the repayment of $50 million of short-term
debt. Cash was used for the repayment of $150 million of first-mortgage
bonds and $120 million of unsecured notes in 2001. Also in 2001, PE had
an offsetting increase of $50 million in short-term debt.

In May 2002, SDG&E and SoCalGas replaced their individual revolving
lines of credit with a combined revolving credit agreement under which

18
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each utility may individually borrow up to $300 million, subject to a
combined borrowing limit for both utilities of $500 million. Each
utility's revolving credit line expires on May 16, 2003, at which time
it may convert its then outstanding borrowings to a one-year term loan
subject to having obtained any requisite regulatory approvals.
Borrowings under the agreement, which are available for general
corporate purposes including back-up support for commercial paper and
variable-rate long-term debt, would bear interest at rates varying with
market rates and the borrowing utility's credit rating. The agreement
requires each utility to maintain a debt-to-total capitalization ratio
(as defined in the agreement) of not to exceed 60 percent. The rights,
obligations and covenants of each utility under the agreement are
individual rather than joint with those of the other utility, and a
default by one utility would not constitute a default by the other.

Dividends

Dividends paid to Sempra Energy amounted to $100 million in 2002,
compared to $190 million in 2001 and $100 million in 2000. Dividends
paid by SoCalGas to PE amounted to $200 million, $190 million and $200
million in 2002, 2001 and 2000, respectively.

The payment of future dividends and the amount thereof are within the
discretion of the companies' boards of directors. The CPUC's regulation
of SoCalGas' capital structure limits the amounts that are available for
loans and dividends to Sempra Energy from SoCalGas. At December 31,
2002, the company could have provided a total of $250 million to Sempra
Energy. At December 31, 2002, SoCalGas had loans to Sempra Energy of
$86 million.

Capitalization

Total capitalization, including the current portion of long-term debt at
December 31, 2002 was $2.5 billion of which $2.2 billion applied to
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SoCalGas. The debt-to-capitalization ratios were 33 percent and 38
percent at December 31, 2002 for PE and SoCalGas, respectively.
Significant changes in capitalization during 2002 included long-term
borrowings and dividends.

Cash and Cash Equivalents

Cash and cash equivalents are available for investment in projects
consistent with the company's strategic direction, retirement of debt,
payment of dividends and other corporate purposes. In addition to cash
generated from ongoing operations, PE has a credit agreement which
permits short-term borrowings of up to $500 million. This agreement,
which expires in April 2003, has not yet been used as of December 31,
2002.

At December 31, 2002, SoCalGas had $22 million of cash and $300 million
of revolving lines of credit. Management believes these amounts and
cash flows from operations and new debt issuances will be adequate to
finance capital expenditures and other commitments.

Commitments

The following is a summary of the company's principal contractual
commitments at December 31, 2002 (dollars in millions). Liabilities
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reflecting fixed price contracts and other derivatives are excluded as
they are primarily offset against regulatory assets and would be
recovered from customers through the ratemaking process. Additional
information concerning commitments is provided above and in Notes 3 and
10 of the notes to Consolidated Financial Statements.

By Period
2004 2006
and and
Description 2003 2005 2007 Thereafter Total
SOCALGAS
Long-term debt $ 175 S - $ 8 S 649 $ 832
Natural gas contracts 839 395 110 - 1,344
Operating leases 41 79 80 154 354
Environmental commitments 11 21 11 - 43
Total 1,066 495 209 803 2,573
PE - operating leases 13 26 26 35 100
Total PE consolidated $1,079 $ 521 $ 235 S 838 $2,673

Credit Ratings
As of January 31, 2003, company credit ratings were as follows:

S&P Moody's Fitch
SOCALGAS
Secured Debt A+ Al AA
Unsecured Debt A A2 AA-
Preferred Stock A- Baal A+
Commercial Paper A-1 pP-1 Fl+
PE - Preferred Stock BBB+ - A+
20

As of January 31, 2003, SoCalGas has a stable outlook rating from all
three credit rating agencies.

FACTORS INFLUENCING FUTURE PERFORMANCE

Performance of PE in the near future will depend on the results of
SoCalGas. The factors influencing future performance are summarized
below.

Natural Gas Restructuring and Gas Rates

On December 11, 2001, the CPUC issued a decision adopting the following
provisions affecting the structure of the natural gas industry in
California, some of which could introduce additional volatility into the
earnings of the company and other market participants: a system for
shippers to hold firm, tradable rights to capacity on SoCalGas' major
gas transmission lines, with SoCalGas' shareholders at risk for whether
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market demand for these rights will cover the cost of these facilities;
a further unbundling of SoCalGas' storage services, giving SoCalGas
greater upward pricing flexibility (except for storage service for core
customers) but with increased shareholder risk for whether market demand
will cover storage costs; new balancing services, including separate
core and noncore balancing provisions; a reallocation among customer
classes of the cost of interstate pipeline capacity held by SoCalGas and
an unbundling of interstate capacity for natural gas marketers serving
core customers; and the elimination of noncore customers' option to
obtain natural gas procurement service from SoCalGas and SDG&E. During
2002 the California Utilities filed a proposed implementation schedule
and revised tariffs and rules required for implementation. However,
protests of these compliance filings were filed and the CPUC has not yet
authorized implementation of most of the provisions of its decision. On
December 30, 2002, the CPUC deferred acting on a plan to implement its
decision.

Allowed Rates of Return

Effective January 1, 2003, SoCalGas' authorized rate of return on
ratebase (ROR) is 8.68 percent and its rate of return on common equity
(ROE) is 10.82 percent. These rates will be effective until the next
periodic review by the CPUC unless market interest-rate changes are
large enough to trigger an automatic adjustment prior thereto, which
last occurred in October 2002 and adjusted rates downward from the
previous 9.49 percent (ROR) and 11.6 percent (ROE) to the current
levels. This change results in a revenue requirement decrease of $10.5
million. SoCalGas can earn more than the authorized rate by controlling
costs below approved levels or by achieving favorable results in certain
areas such as various incentive mechanisms. In addition, earnings are
affected by customer growth.

Cost of Service (COS) and Performance-Based Regulation

The COS and PBR cases for SoCalGas were filed on December 20, 2002. The
filings outline projected expenses (excluding the commodity cost of
natural gas consumed by customers or expenses for programs such as low-
income assistance) and revenue requirements for 2004 and a formula for
2005 through 2008. SoCalGas' cost of service study proposes an increase
in natural gas base rate revenues of $130 million. The filings also
requested a continuance and expansion of PBR in terms of earnings
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sharing and performance service standards that include both reward and
penalty provisions related to customer satisfaction, employee safety and
system reliability. The resulting new base rates are expected to be
effective on January 1, 2004. A CPUC decision is expected in late 2003.
SoCalGas' profitability is dependent upon its ability to control costs
within base rates. SoCalGas' PBR mechanism is in effect through
December 31, 2003, at which time the mechanism will be updated. That
update will include, among other things, a reexamination of the
company's reasonable costs of operation to be allowed in rates. The
October 10, 2001 decision also denied the company's request to continue
equal sharing between ratepayers and shareholders of the estimated
savings for the merger discussed in Note 1 and, instead, ordered that
all of the estimated 2003 merger savings go to ratepayers. This decision
will adversely affect the company's 2003 net income by $24 million.

Utility Integration
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On September 20, 2001, the CPUC approved Sempra Energy's request to
integrate the management teams of SoCalGas and SDG&E. The decision
retains the separate identities of each utility and is not a merger.
Instead, utility integration is a reorganization that consolidates
senior management functions of the two utilities and returns to the
utilities the majority of shared support services previously provided by
Sempra Energy's centralized corporate center. Once implementation is
completed, the integration is expected to result in more efficient and
effective operations.

In a related development, an August 2002 CPUC interim decision denied a
request by SoCalGas and SDG&E to combine their natural gas procurement
activities at this time, pending completion of the CPUC's ongoing
investigation of market power issues.

MARKET RISK

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

The company's policy is to use derivative physical and financial
instruments to reduce its exposure to fluctuations in interest rates,
and commodity prices. The company also uses and trades derivative
physical and financial instruments in its energy trading and marketing
activities. Transactions involving these financial instruments are with
major exchanges and other firms believed to be credit worthy. The use of
these instruments exposes the company to market and credit risks which,
at times, may be concentrated with certain counterparties. There were no
unusual concentrations at December 31, 2002, that would indicate an
unacceptable level of risk. Credit risks associated with concentration
are discussed below under "Credit Risk."

The company has adopted corporate-wide policies governing its market-
risk management and trading activities. Assisted by the company's Energy
Risk Management Group (ERMG), the company's Energy Risk Management
Oversight Committee, consisting of senior officers, oversees company-—
wide energy risk management activities and monitors the results of
trading activities to ensure compliance with the company's stated
energy-risk management and trading policies. Utility management receives
daily information on positions and the ERMG receives information on a
delayed basis detailing positions creating market and credit risk for
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the company, consistent with affiliate rules. The ERMG independently
measures and reports the market and credit risk associated with these
positions. In addition, the company's risk-management committee monitors
energy-price risk management and trading activities independently from
the groups responsible for creating or actively managing these risks.

Along with other tools, the company uses Value at Risk (VaR) to measure
its exposure to market risk. VaR is an estimate of the potential loss on
a position or portfolio of positions over a specified holding period,
based on normal market conditions and within a given statistical
confidence interval. The company has adopted the variance/covariance
methodology in its calculation of VaR, and uses both the 95-percent and
99-percent confidence intervals. VaR is calculated independently by the
ERMG for the company. Historical volatilities and correlations between
instruments and positions are used in the calculation. As of December
31, 2002, the total VaR of the company's natural gas positions was not
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material.

The company uses energy derivatives to manage natural gas price risk
associated with servicing its load requirements. In addition, the
company makes limited use of natural gas derivatives for trading
purposes. These instruments can include forward contracts, futures,
swaps, options and other contracts. In the case of both price-risk
management and trading activities, the use of derivative financial
instruments is subject to certain limitations imposed by company policy
and regulatory requirements. See the continuing discussion below and
Note 7 of the notes to Consolidated Financial Statements for further
information regarding the use of energy derivatives by the company.

The following discussion of the company's primary market-risk exposures
as of December 31, 2002 includes a discussion of how these exposures are
managed.

Commodity-Price Risk

Market risk related to physical commodities is created by volatility in
the prices and basis of natural gas. The company's market risk is
impacted by changes in volatility and liquidity in the markets in which
these commodities or related financial instruments are traded. The
company 1s exposed, in varying degrees, to price risk primarily in the
natural gas markets. The company's policy is to manage this risk within
a framework that considers the unique markets, and operating and
regulatory environments.

The company's market risk exposure is limited due to CPUC authorized
rate recovery of natural gas purchase, sale and storage activity.
However, the company may, at times, be exposed to market risk as a
result of activities under SoCalGas' GCIM, which is discussed in Note 9
of the notes to Consolidated Financial Statements. The company manages
its risk within the parameters of the company's market-risk management
and trading framework. As of December 31, 2002, the company's exposure
to market risk was not material.

Interest—-Rate Risk

The company is exposed to fluctuations in interest rates primarily as a
result of its long-term debt. The company historically has funded
operations through long-term debt issues with fixed interest rates and
these interest rates are recovered in utility rates. With the
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restructuring of the regulatory process, the CPUC has permitted greater
flexibility in the use of debt. As a result, some recent debt offerings
have been selected with short-term maturities to take advantage of yield
curves, or have used a combination of fixed-rate and floating-rate debt.
Subject to regulatory constraints, interest-rate swaps may be used to
adjust interest-rate exposures when appropriate, based upon market
conditions.

At December 31, 2002, the company had $833 million of fixed-rate debt
and no variable-rate debt. Interest on fixed-rate utility debt is fully
recovered in rates on a historical cost basis and interest on variable-
rate debt is provided for in rates on a forecasted basis. At December
31, 2002, SoCalGas' fixed-rate debt had a one-year VaR of $166 million.

At December 31, 2002, the company did not have any outstanding interest-—
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rate swap transactions. See Notes 3 and 7 of the notes to Consolidated
Financial Statements for further information regarding these swap
transactions.

In addition the company is ultimately subject to the effect of interest
rate fluctuation on the assets of its pension plan.

Credit Risk

Credit risk is the risk of loss that would be incurred as a result of
nonperformance by counterparties of their contractual obligations. As
with market risk, the company has adopted corporate-wide policies
governing the management of credit risk. Credit risk management is under
the oversight of the Energy Risk Management Oversight Committee,
assisted by the ERMG and the company's credit department. Using rigorous
models, the company's credit department continuously calculates current
and potential credit risk to counterparties to ensure the risk stays
within approved limits, and reports this information to the ERMG. The
company avoids concentration of counterparties and management believes
its credit policies with regard to counterparties significantly reduce
overall credit risk. These policies include an evaluation of prospective
counterparties' financial condition (including credit ratings),
collateral requirements under certain circumstances, and the use of
standardized agreements that allow for the netting of positive and
negative exposures associated with a single counterparty.

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

The company periodically enters into interest-rate swap agreements to
moderate exposure to interest-rate changes and to lower the overall cost
of borrowing. The company would be exposed to interest-rate fluctuations
on the underlying debt should other parties to the agreement not
perform. See the "Interest-Rate Risk" section above for additional
information regarding the company's use of interest-rate swap
agreements.

CRITICAL ACCOUNTING POLICIES

Certain accounting policies are viewed by management as critical because
their application is the most relevant, Jjudgmental and/or material to

24

the company's financial position and results of operations, and/or
because they require the use of material judgments and estimates.

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

Statement of Financial Accounting Standards (SFAS) 71 "Accounting
for the Effects of Certain Types of Regulation," has a significant
effect on the way the California Utilities record assets and

liabilities, and the related revenues and expenses, that would not
otherwise be recorded, absent the principles contained in SFAS 71.
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SFAS 133 "Accounting for Derivative Instruments and Hedging
Activities" and SFAS 138 "Accounting for Certain Derivative
Instruments and Certain Hedging Activities," have a significant
effect on the balance sheets of the Company but have no
significant effect on its income statements because of the
principles contained in SFAS 71.

In connection with the application of these and other accounting
policies, the company makes estimates and judgments about various
matters. The most significant of these involve:

The collectibility of regulatory and other assets.
The likelihood of recovery of various deferred tax assets.

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

As discussed elsewhere herein, the company uses exchange quotations or
other third-party pricing to estimate fair values whenever possible.
When no such data is available, it uses internally developed models and
other techniques. The assumed collectibility of regulatory assets
considers legal and regulatory decisions involving the specific items or
similar items. The assumed collectibility of other assets considers the
nature of the item, the enforceability of contracts where applicable,
the creditworthiness of the other parties and other factors. Costs to
fulfill marked-to-market contracts are based on prior experience. The
likelihood of deferred tax recovery 1is based on analyses of the deferred
tax assets and the company's expectation of future financial and/or
taxable income, based on its strategic planning.

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

NEW ACCOUNTING STANDARDS

New pronouncements by the Financial Accounting Standards Board (FASB)
that have recently become effective or are yet to be effective are SFAS
142 through SFAS 149 and Interpretations 45 and 46. SFAS 142 affects net
income by replacing the amortization of goodwill with periodic reviews
thereof for impairment with charges against income when impairment is
found. SFAS 143 requires accounting and disclosure changes concerning
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legal obligations related to future asset retirements. SFAS 144
supercedes SFAS 121 in dealing with other asset impairment issues. SFAS
145 makes technical corrections to previous statements. SFAS 146 deals
with exit and disposal activities, replacing Emerging Issues Task Force
(EITF) Issue 94-3. SFAS 147 deals with acquisitions of financial
institutions. SFAS 148 amends SFAS 123 and adds two additional
transition methods to the fair value method of accounting for stock-
based compensation. SFAS 149 establishes standards for accounting for
financial instruments with characteristics of liabilities and equity.
Interpretation 45 clarifies that a guarantor is required to recognize a
liability for the fair value of the obligation undertaken in issuing a
guarantee. Interpretation 46 addresses consolidation by business
enterprises of variable-interest entities (previously referred to as
"special-purpose entities" in most cases). See further discussion in
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Note 1 of the notes to Consolidated Financial Statements.
INFORMATION REGARDING FORWARD-LOOKING STATEMENTS

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

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

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

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

INDEPENDENT AUDITORS' REPORT
To the Board of Directors and Shareholders of Pacific Enterprises:

We have audited the accompanying consolidated balance sheets of Pacific
Enterprises and subsidiaries (the "Company") as of December 31, 2002 and
2001, and the related statements of consolidated income, cash flows and
changes in shareholders' equity for each of the three years in the
period ended December 31, 2002. These financial statements are the
responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally
accepted in the United States of America. Those standards require that
we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence supporting the
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amounts and disclosures in the financial statements. An audit also
includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a
reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly,
in all material respects, the financial position of Pacific Enterprises
and subsidiaries as of December 31, 2002 and 2001, and the results of
their operations and their cash flows for each of the three years in the
period ended December 31, 2002, in conformity with accounting principles
generally accepted in the United States of America.

/S/ DELOITTE & TOUCHE LLP

San Diego, California
February 14, 2003
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PACIFIC ENTERPRISES AND SUBSIDIARIES
STATEMENTS OF CONSOLIDATED INCOME
Dollars in millions

Years ended December 31,

2002 2001 2000
OPERATING REVENUES $2,858 $3,716 $2,854
OPERATING EXPENSES
Cost of natural gas distributed 1,192 2,117 1,361
Other operating expenses 879 794 696
Depreciation 276 268 263
Income taxes 172 167 175
Franchise fees and other taxes 93 101 96
Total operating expenses 2,612 3,447 2,591
Operating Income 246 269 263
Other Income and (Deductions)
Interest income 11 40 64
Regulatory interest (4) (19) (12)
Allowance for equity funds used during
construction 10 6 3
Taxes on non-operating income 2 (4) (10)
Preferred dividends of subsidiaries (1) (1) (1)
Other - net 9 1 3
Total 27 23 47
Interest Charges
Long-term debt 40 63 68
Other 23 25 33
Allowance for borrowed funds used during
construction (3) (2) (2)
Total 60 86 99
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Net Income 213 206 211
Preferred Dividend Requirements 4 4 4
Earnings Applicable to Common Shares S 209 S 202 S 207

See notes to Consolidated Financial Statements.
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PACIFIC ENTERPRISES AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS
Dollars in millions

December 31,

2002 2001
ASSETS
Utility plant - at original cost $6,701 $6,466
Accumulated depreciation (3,914) (3,710)
Utility plant - net 2,787 2,756
Current assets:
Cash and cash equivalents 22 13
Accounts receivable - trade 458 413
Accounts receivable - other 44 21
Due from unconsolidated affiliates 83 -
Income taxes receivable 97 20
Deferred income taxes 55 33
Regulatory assets arising from fixed-price
contracts and other derivatives 92 85
Fixed-price contracts and other derivatives - 59
Inventories 76 42
Other 20 4
Total current assets 947 690
Other assets:
Due from unconsolidated affiliates 419 409
Regulatory assets arising from fixed-price
contracts and other derivatives 233 150
Sundry 173 156
Total other assets 825 715
Total assets $4,559 $4,161

See notes to Consolidated Financial Statements.
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CONSOLIDATED BALANCE SHEETS
Dollars in millions

December 31,

2002 2001
CAPITALIZATION AND LIABILITIES
Capitalization:
Common Stock (600,000,000 shares authorized;
83,917,664 shares outstanding) $1,318 $1,317
Retained earnings 286 177
Total common equity 1,604 1,494
Preferred stock 80 80
Total shareholders' equity 1,684 1,574
Long-term debt 657 579
Total capitalization 2,341 2,153
Current liabilities:
Short-term debt - 50
Accounts payable - trade 200 160
Accounts payable - other 36 80
Due to unconsolidated affiliates 96 169
Regulatory balancing accounts - net 184 158
Interest payable 25 24
Regulatory liabilities 16 18
Fixed-price contracts and other derivatives 96 85
Current portion of long-term debt 175 100
Customer deposits 108 42
Other 265 280
Total current liabilities 1,201 1,166
Deferred credits and other liabilities:
Customer advances for construction 37 29
Post-retirement benefits other than pensions 77 88
Deferred income taxes 176 110
Deferred investment tax credits 47 50
Regulatory liabilities 121 86
Fixed-price contracts and other derivatives 233 154
Deferred credits and other liabilities 306 305
Preferred stock of subsidiary 20 20
Total deferred credits and other liabilities 1,017 842
Contingencies and commitments (Note 10)
Total liabilities and shareholders' equity $4,559 $4,161

See notes to Consolidated Financial Statements.

30



Edgar Filing: PACIFIC ENTERPRISES INC - Form 10-K

PACIFIC ENTERPRISES AND SUBSIDIARIES
STATEMENTS OF CONSOLIDATED CASH FLOWS
Dollars in millions

CASH FLOWS FROM OPERATING ACTIVITIES

Net Income

Adjustments to reconcile net income to net
cash provided by operating activities:
Depreciation
Deferred income taxes and investment

tax credits

Changes in other assets

Changes in other liabilities

Changes in working capital components:
Accounts and notes receivable
Income taxes
Fixed-price contracts and other derivatives
Inventories
Other current assets
Accounts payable
Due to/from affiliates - net
Regulatory balancing accounts
Regulatory assets and liabilities
Customer deposits
Other current liabilities

Net cash provided by operating activities

CASH FLOWS FROM INVESTING ACTIVITIES
Capital expenditures
Loans to/from affiliates - net
Other - net

Net cash used in investing activities

CASH FLOWS FROM FINANCING ACTIVITIES

Common dividends paid

Preferred dividends paid

Issuance of long-term debt

Payments on long-term debt

Increase (decrease) 1in short-term debt

Other

Net cash used in financing activities

Increase (decrease) in cash and cash equivalents
Cash and cash equivalents, January 1

Cash and cash equivalents, December 31
SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION
Interest payments, net of amounts capitalized

Income tax payments, net of refunds

See notes to Consolidated Financial Statements.

Years Ended December 31,

2002 2001 2000
s 213 s 206 s 211
276 268 263

47 24 5

16 (12) 40

— 32 (16)
(67) 244 (377)
(78) (71) 84

60 16 -

(34) 25 11

(4) 4 (75)

(4) (171) 191

12 5 35

26 (356) 332

1 39 (2)

66 8 1

(9) 39 69

521 300 772
(331) (294) (198)
(177) 220 (267)
— — 21
(508) (74) (444)
(100) (190) (100)
(4) (4) (4)

250 - -
(100) (270) (30)
(50) 50 -

—_— (4) R

(4) (418) (134)

9 (192) 194

13 205 11

s 22 s 13 s 205
$ 50 s 83 s 127
$ 200 $ 209 s 99
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PACIFIC ENTERPRISES AND SUBSIDIARIES

STATEMENTS OF CONSOLIDATED CHANGES IN SHAREHOLDERS' EQUITY
Years ended December 31, 2002, 2001 and 2000

Dollars in millions

Accumula
Other
Comprehensive Preferred Common Retained Comprehe
Income Stock Stock Earnings Income (L
Balance at December 31, 1999 $ 80 $1,282 $ 58 S 6
Net income $211 211
Other comprehensive income adjustment:
Available-for-sale
securities (10) (10)
Pension 3 3
Comprehensive income $204
Preferred stock dividends declared (4)
Common stock dividends declared (100)
Balance at December 31, 2000 80 1,282 165 (1)
Net income $206 206
Other comprehensive income adjustment 1 1
Comprehensive income $207
Quasi-reorganization
adjustment (Note 1) 35
Preferred stock dividends declared (4)
Common stock dividends declared (190)
Balance at December 31, 2001 80 1,317 177 -
Net income/comprehensive income $213 213
Preferred stock dividends declared ===== (4)
Common stock dividends declared (100)
Capital contribution 1
Balance at December 31, 2002 $ 80 $1,318 $ 286 s —

See notes to Consolidated Financial Statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1. SIGNIFICANT ACCOUNTING POLICIES
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Business Combination

Sempra Energy was formed as a holding company for Enova Corporation
(Enova), the parent corporation of San Diego Gas & Electric (SDG&E), and
Pacific Enterprises (PE), the parent corporation of Southern California
Gas Company (SoCalGas), 1in connection with a business combination of
Enova and PE that was completed on June 26, 1998.

Principles of Consolidation

The Consolidated Financial Statements include the accounts of PE and its
subsidiary, SoCalGas. The financial statements herein are, in one case,
the Consolidated Financial Statements of PE and its subsidiary,
SoCalGas, and, in the second case, the Consolidated Financial Statements
of SoCalGas and its subsidiaries, which comprise less than one percent
of SoCalGas' consolidated financial position and results of operations.
All material intercompany accounts and transactions have been
eliminated.

As a subsidiary of Sempra Enerqgy, the company receives certain services
therefrom, for which it is charged its allocable share of the cost of
such services. Management believes that cost is reasonable, but probably
less than if the company had to provide those services itself.

Quasi-Reorganization

In 1993, PE divested its merchandising operations and most of its oil
and natural gas exploration and production business. In connection with
the divestitures, PE effected a quasi-reorganiza