May 15, 2001

City of Palo Alto

Purchasing and Contract Administration

Mezzanine, Civic Center

250 Hamilton Avenue

Palo Alto, CA 94301

Re:
Letter of Understanding - Natural Gas Supply and Management Services Arrangement
To Whom It May Concern:

Pending the execution of a definitive gas purchase/sale agreement and a management services agreement, this letter will confirm our understanding regarding the proposed provision of natural gas supply and management services by Enron North America Corp. (the “Seller”) to the City of Palo Alto (the “Buyer”) for all of Buyer’s natural gas requirements, including the management of Buyer’s existing pipeline capacity (the “Transaction”) for a term of July 1, 2001 through June 30, 2004 and for a demand fee of $0.08 per MMBtu for all actual quantities of gas consumed by Buyer.  

1. 
Definitive Agreements.  Buyer and Seller shall endeavor to incorporate the terms and conditions expressed herein and such other terms as the parties may agree to in a mutually acceptable (i) Enfolio Master Firm Purchase/Sale Agreement and associated Transaction Agreement(s) and a (ii) Management Services Agreement ((i) and (ii) collectively the “Transaction Agreements”).  The parties intend to enter into the Transaction Agreements no later than June 1, 2001.  If Buyer and Seller are unable to execute and deliver the Transaction Agreements (for any reason) by the close of business on June 8, 2001, this letter shall terminate, and except as otherwise provided herein, neither Buyer nor Seller shall have any further obligations or liabilities to the other party in respect of this letter or the Transaction.

2. 
Confidentiality.  The existence of this letter of understanding and its contents are intended to be confidential and are not to be discussed with or disclosed to any third party, except (i) with the express prior written consent of the other party hereto, (ii) as may be required or appropriate in response to any summons, subpoena or discovery order or to comply with any applicable law, order, regulation or ruling or (iii) as Buyer and Seller, or their designees, reasonably deem appropriate in order to conduct due diligence or to make other investigation relating to the contemplated transactions.

3. 
Public Announcements.  Except as required by applicable law or stock exchange rules, each party agrees to advise and consult with the other party, and obtain the other party’s written consent, before issuing or making any press release or other public disclosure with respect to the Transaction.  

4. 
Approval.  The closing of the Transaction is subject to, in addition to the other conditions herein and in the Term Sheet, the management approval of the Seller and approval of the city council of Buyer, which approvals have not yet been obtained.

5. 
Exclusivity.  Buyer agrees that it will not, until June 8, 2001, (i) solicit or entertain any offers concerning the Transaction or (ii) enter into negotiations for, or enter into any agreement with any third party concerning the subject matter of the Transaction.  

6. 
Non-binding Nature.  Except as to the confidentiality provisions in Paragraph 2, the public announcement provisions in Paragraph 3, and the exclusivity provisions in Paragraph 5, which are binding on the parties, the parties understand and agree that this letter sets forth each party’s current understanding of agreements which may be set out in a binding fashion in the Transaction Agreements to be executed at a later date.  This letter does not create and is not intended to create a binding and enforceable contract between the parties or a duty on the part of either party to negotiate in good faith toward a binding contract and may not be relied upon by either party as the basis for a contract by estoppel or otherwise, but rather this letter evidences a non-binding expression of the understanding of each party to endeavor, without obligation, to negotiate the terms of the Transaction.  

7. 
No Oral Agreements.  This letter and the Term Sheet set out the parties’ understandings as of this date in respect to the Transaction, and there are no other written or oral agreements or understandings between the parties in respect of the Transaction.

If you are in agreement with the terms and conditions of this letter, please sign the enclosed counterpart of this letter in the space provided below and return it to undersigned.  

Very truly yours,

ENRON NORTH AMERICA CORP.

By:

               Barry Tycholiz

                Vice President

ACCEPTED and AGREED TO

this __ day of May, 2001:

City of Palo Alto, California

By:

Name:

Title:


APPROVED AS TO FORM:

___________________________

City Attorney

APPROVED:

___________________________

Director of Utilities

___________________________

Director of Administrative Services

___________________________

City Manager
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