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Developments in the California Power Market

During 2000, prices for wholesale electricity in California significantly increased as a result of a combination of factors, including higher natural gas prices and emission allowance costs, reduction in available hydroelectric generation resources, increased demand, decreases in net electric imports, structural market flaws including over-reliance on the electric spot market, and limitations on supply as a result of maintenance and other outages.  California's regulatory regime instituted in 1996 permitted wholesale price increases but froze retail prices below market levels.  The resulting disparity between costs of supply and customer revenues caused two of California’s public utilities, Pacific Gas & Electric Company ("PG&E") and Southern California Edison Company ("SCE"),  to accrue substantial unrecovered wholesale power costs.  In early 2001, PG&E and SCE defaulted on payments owed for certain outstanding obligations, including wholesale power purchased through the California Power Exchange (the "Power Exchange") and from the California Independent System Operator (the “Independent System Operator”).  In addition, PG&E and the Independent System Operator each have filed a voluntary petition for bankruptcy.	

Various legislative, regulatory and legal remedies to the energy situation in California have been implemented or are being pursued, and may result in restructuring of markets in California and elsewhere.  Additional initiatives are likely at the Federal, state and local level, but it is not possible to predict their outcome at this time.

Enron has entered into a variety of transactions with California utilities, the Power Exchange, the Independent System Operator and various third parties.  As a result of these transactions, Enron is owed amounts by certain of these counterparties.  Enron has established credit reserves related to such activities and believes that the combination of such reserves and other credit offsets with such parties are adequate to cover its exposure to developments in the California power market.  Due to the uncertainties involved, the ultimate outcome of the California power situation cannot be predicted, but Enron believes these matters will not have a material adverse impact on Enron's financial condition.  
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