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I.  Corporate Policy
A. Introduction

Enron MW, L.L.C., an indirect wholly owned subsidiary of Enron North America Corp. (ENA), and Peoples MW, L.L.C., an indirect wholly owned subsidiary of Peoples Energy Corporation (PEC), have formed a limited liability company, Midwest Energy Hub, L.L.C. (the “Company” or “MEH”).  ENA and PEC share a 50%/50% equity investment.
B.
Philosophy
Enron Corp. has established the Credit Risk Management (“CRM”) group to proactively manage credit exposures and to safeguard ENA’s assets from the risk of credit loss.  The Company appoints CRM and PEC to manage credit risk for Midwest Energy Hub, L.L.C.  CRM in coordination with PEC will be responsible for the:
· development and administration of credit policies,
· assessment  of counterparty credit quality,
· establishment of counterparty credit limits, and 
· monitoring of counterparty and portfolio credit exposures.
CRM and PEC provide this Credit Policy (the “Policy”) to outline the guidelines in which MEH credit risk is managed.  This Policy governs the Company’s trading activity as well as agent transactions relating to the PGL-HUB as described in the Hub Agency Services Agreement (See Section II).  The purpose of this Policy is to:

· establish a jointly agreed upon framework,
· communicate credit policies to commercial and support personnel of MEH,
· outline CRM and PEC responsibilities and the importance of managing credit risk,
· highlight the transaction approval process,
· guide credit analysts on the counterparty approval and assessment process, and
· 
· establish reporting procedures of MEH credit risk.
· 

Compliance with the policies herein is essential to fully implement the Company’s philosophy related to the management and mitigation of credit risk from trading activities.  
The responsibility for maintaining and enforcing the Policy rests with the CRM.  Additionally, CRM will recommend amendments to the current policy as needed based on the demands of Midwest Energy Hub, L.L.C. and the changing business environment. 
 CRM in coordination with PEC will be responsible for resolving issues pertaining to the interpretation or application of the Policy.  The V.P. of CRM must approve any exceptions to this Policy.



II. Credit Risk Management Review Policies

CRM and PEC approve credit risk as defined in this Policy in accordance with the guidelines described below.  The first process outlines counterparty approvals while the second process highlights transaction approvals.
MEH commercial personnel should contact CRM or PEC to confirm a counterparty credit limit or seek approval for an individual transaction.  Additionally, commercial personnel should provide the counterparty's correct legal name, contact information and details of the transaction structure along with a term sheet when available.  In order to establish a new counterpart’s credit limit, commercial personnel should obtain current financial statements with at least a two-year history, if available.  If not, every attempt must be made to contact the company to obtain financial information.

A.
Counterparty Approval and Assessment Process

Assessing counterparty creditworthiness is an integral part of determining MEH’s credit risk.  CRM and PEC have developed various guidelines and standards for internal ratings, credit limits, tenor limits and counterparty reassessments to assist in limiting and monitoring credit exposure.

Internal Ratings

As part of the counterparty approval and assessment process, CRM and PEC assign counterparts a credit risk rating (“MEH-Rating”) on a scale of 1 to 12. (See Appendix I – Descriptions of MEH Ratings.)  The primary objective of establishing counterparty MEH Ratings is to provide a framework for approving credit risk and for monitoring the quality of MEH’s portfolio of credit risk.  Application of the framework will also ensure consistency of credit risk assessments across counterparts.  In determining MEH Ratings, CRM and PEC review quantitative and qualitative counterparty information including, but not limited to, the items listed below.

Quantitative

· published credit rating (e.g. S&P, Moody’s and other rating agencies)

· financial statements

· financial ratio analysis

Qualitative

· management expertise/reputation

· rank within industry/industry risk/trends

· 
· strategic direction

· trading activities and controls

· sovereign risk

· impact of current developments, such as mergers or acquisitions
· primary and secondary sources of repayment
If public ratings are available, CRM and PEC utilize these ratings as a benchmark when establishing MEH Ratings.  Additional quantitative data may be analyzed with a financial scoring model that calculates a risk grade for a counterparty using a representative peer group based on profitability, liquidity, debt service and leverage.  These key quantitative results impact the final MEH Rating assigned to a counterpart.  However, the quality of the creditworthiness assessment is contingent upon the availability of financial or general public information.

Qualitative data is obtained from external sources such as reference materials, interviews with counterparty management, analyst commentary and other sources providing tangible insight. The strength and vision of the counterparty’s management are critical subjective factors to assess the viability of the counterpart’s business.  This qualitative information compliments CRM’s and PEC’s knowledge of the counterparty gained through quantitative analysis as well as from any business history with ENA or PEC.

Once CRM and PEC determine the MEH Rating, certain approvals must be obtained.  If the assigned MEH Rating is consistent with the public credit rating, CRM and PEC credit analysts have the authority to approve the internal rating.  A CRM Manager must approve counterparts whose public rating is not consistent with the assigned MEH Rating.  Rating equivalents are based upon the scale found in Appendix I.  A CRM Manager must also approve MEH Ratings assigned to all non-publicly rated counterparts.

Credit Limits

In assessing counterparty creditworthiness, CRM and PEC will establish one global credit limit for MEH active counterparts.  These limits will provide a framework to monitor exposure against limits and to manage MEH’s concentration of exposure to a particular counterparty or group of counterparts.
Tenor Limits

In addition to granting a global credit limit, CRM and PEC will establish one global tenor limit (i.e., maximum term to maturity) for MEH active counterparts.  Tenor limits serve to outline the maximum guideline of acceptable risk for long-term transactions.  Credit risk increases with maturity, primarily due to the following reasons:

· greater probability of a counterparty default,

· higher volatility or change in market prices that leads to increased credit exposure, and

· larger volumes on average for longer-term deals.

Both quantitative and qualitative information can provide input to CRM’s decision on recommended limits.  MEH’s credit risk appetite to counterparts, anticipated volume of business with a counterparty and the counterpart’s size relative to the applicable industry also impacts the credit limit.
CRM and PEC approve and govern credit and term limits by the maximum guidelines reflected below.  CRM and PEC retain the flexibility to restrict the tenor of specific products where deemed appropriate.  CRM retains primary approval authority of limits for investment grade counterparts, (based on MEH Ratings).  However, PEC should be consulted when approving limits for non-investment grade counterparts.  CRM and PEC may provide a pre-approved list of counterparts to commercial personnel.

MEH Rating
Public Rating
Credit Limit ($MMs)
Tenor Limit

1-2
AAA to A+
$20
5 years

3-4
A to BBB
$15
5 years

5
BBB-
$10
3 years

6-8
BB+ to BB
$5
2 years

9-12
Below BB
$2
6 months



Limits are subject to review and adjustment at the discretion of the V.P. of CRM.  To the extent a counterpart’s exposure exceeds its pre-assigned limit, the overage should be reported to the V.P. of CRM and PEC.





· 
· 
· 

Counterparty Reassessment

Subsequent to the initial counterparty creditworthiness assessment, CRM and PEC are responsible for monitoring any changes in the counterpart’s financial condition or qualitative factors that would affect the initial assessment.  The timing of the review cycle is a function of the risk level of products involved, credit quality and activity of the counterpart and credit history with MEH.  Reassessment is therefore a matter of analyst discretion.  Investment grade clients should be reassessed annually while non-investment grade clients should be reassessed semi-annually for all active clients.  Credit quality is based upon MEH Ratings found in Appendix I.  CRM and PEC should employ the same procedures and approval levels indicated above when performing these reviews.  All credit reassessments will be reported and reviewed with CRM and PEC for final approval.

Credit Files

Counterparty credit files will be created and maintained as necessary for each counterparty with a trading relationship governed by this Policy.  Credit files may include financial statements, correspondence, rating agency reports, research, executed agreements and guarantees, corporate resolutions and any other information as deemed appropriate.  These files are confidential in nature and should be managed by CRM and PEC.


B.
Transaction approval Process

This Policy governs natural gas, ethane, propane, and weather trading activity of MEH.  Trade structures may include forwards, futures, swaps, options, and any other transaction structures approved by the Board of Managers for MEH.  CRM and PEC employs different policy guidelines for approving deals classified as either standard or non-standard originated transactions.  CRM determines the definition of standard versus non-standard deals.

Approval Process for Standard Transactions

Standard transactions generally include those transactions documented on approved confirmations..  CRM and PEC approve the execution of standard transactions directly with commercial personnel.  Commercial personnel are responsible for (1) obtaining approval from CRM or PEC prior to executing transactions that expose MEH to credit risk and (2) understanding the current credit terms for executing transactions with a counterpart.

In some circumstances, CRM and PEC may maintain a watch list to highlight counterparts that require approval prior to trade execution as well as to specify counterparts with whom deals may not be executed.  CRM and PEC will make the reports available in hardcopy format.  If a counterpart is referenced on a watch list or has not transacted with MEH for six months, then commercial personnel must contact CRM or PEC for specific transaction approval prior to trade execution.  Generally, counterparts are listed on the reports due to the following scenarios:
· credit exposure is near or in excess of the counterpart’s global credit limits;

· counterpart is subject to credit enhancement requirements; and/or

· counterpart is not creditworthy to transact without CRM’s or PEC’s direct involvement and evaluation.

· 
Upon receiving a request to approve a standard transaction, CRM and PEC should evaluate the incremental credit exposure of the proposed deal with the counterparts’ credit exposure to determine if the risk will be within the established global credit limits.  If the aggregated MEH exposure is within credit limits, the transaction may be approved accordingly.  There will be no netting arrangements between MEH counterparts and those counterparty obligations of the MEH parental organizations or their subsidiaries.  Consequently, netting outside of Company transactions will not be considered when determining credit risk involved with a proposed transaction.  When a transaction requires credit enhancement, commercial personnel, CRM or PEC should disclose the requirements to the counterpart prior to executing the transaction.

Exceptions to the aforementioned policy will be reported to the V.P. of CRM and PEC.
Approval Process for Non-Standard, Originated Transactions

In certain circumstances, the Company may enter into non-standard, originated transactions.  These types of deals will be individually reviewed and will require notification to CRM and PEC.  Criteria for identifying these types of deals includes:

· drafted or non-standard documentation,

· customized valuation ,

· outside credit and market risk limits, and
· not a pre-approved business.
· 
C.
Credit Enhancements

To effectively manage credit risk and to protect MEH in the event of counterparty defaults, the Company may utilize credit mitigation techniques.  To this end, CRM and PEC may attempt to reduce or mitigate counterparty exposure by:

· collecting collateral in the form of letters of credit (L/Cs) and cash,
· enhancing the credit risk through a bank guarantee,
· enhancing the credit risk through a parental guaranty, and

· accepting any other security as negotiated and agreed with a counterpart.

Parental guaranties and other forms of collateral may be required depending upon the credit worthiness of the counterparty and the nature of the transaction.  These required enhancements may include transactions involving non-investment grade or unrated counterparts, subsidiaries of major corporations, privately held entities or longer-term deals.  CRM and PEC are responsible for approving credit enhancements of non-investment grade counterparts.  The V.P. of CRM retains authority to review and adjust these requirements.
CRM and PEC perform due diligence on issuers of L/Cs and guarantees to ensure they meet minimum credit standards.  The respective Legal departments that support the Company should also approve guarantee as well as letters of credit format and language.  

To ensure monitoring and compliance, CRM and PEC review counterparty portfolio exposures through reports made available by CRM.  If exposure exceeds thresholds set forth in executed agreements, it is reported to the V.P. of CRM and PEC.

D.
Documentation Approval

Various forms of agreements such as master contracts or confirmations support counterparty relationships and specific transactions.  In order to limit the Company’s credit risk exposure, CRM and PEC recommend and establish the necessary provisions within the documents governing the applicable transaction(s).  As a result, CRM and PEC actively participate in the negotiation of credit related provisions in various agreements.

Agreements such as master firm purchase/sale agreements, ISDA master agreements and other contract masters may contain credit provisions authorized by CRM and PEC as well as allow for netting provisions and perfection of collateral security interests.  Some of the major provisions negotiated are as follows:

· material adverse change (“MAC”) clause,

· cross default,

· set-off rights, and

· exposure threshold(s).

Other credit provisions may be included at the request of CRM and PEC.  CRM and PEC have the authority to provide or withhold final approval on all credit provisions that will be included in definitive documents.  Therefore, Legal, CRM and PEC are expected to effectively communicate during the negotiation process.
III. Credit exposure Monitoring and Reporting

Approved counterparty ratings as well as credit and tenor limits will be captured and maintained by CRM.  CRM will also prepare credit reports to highlight exposure created from MEH’s trading activities.  These reports should be provided to PEC on a weekly basis and should include mark-to-market as well as accounts receivable exposure.
Appendix i:  Descriptions of MEH ratings

MEH RATING
S&P RATING
MOODY’S RATING
INVESTMENT GRADE DESCRIPTION

1
AAA/AA+
Aaa/Aa+
· Exceptional degree of stability and substance

· Significant balance sheet and cash flow demonstrated throughout business or industry cycle with positive trends and long-term outlook.

· Significant size and strength in industry

· Very high quality assets

· Capacity to pay interest and principal very strong

· Low financial leverage with substantial debt capacity

· Unquestioned access to global markets

2
AA/AA-/A+
Aa2/Aa3/A1
· High degree of stability and diversity

· Balance sheet and operations slightly more susceptible to adversity with the business or industry cycle

· High quality assets

· History of strong earnings and cash flow with excess interest coverage levels

· Modest financial leverage with ample debt capacity

· Ready access to capital markets under normal market conditions

3
A/A-
A2/A3


· Strong market and financial position with a history of successful performance, but more susceptible to economic changes

· Assets are good quality with little reliance on intangibles. CAPEX is reasonable

· Strong cash flow and interest coverage levels with trends generally consistent

· Financial leverage is satisfactory with sufficient debt capacity

· Access to capital markets under normal market conditions

4
BBB+/BBB
Baa1/Baa2
· Satisfactory earnings, cash flow and interest coverage although trends are occasionally inconsistent

· More concentration of business risk - by product or market - may be present. Susceptible to cyclical changes

· Assets are of average quality which may require significant CAPEX. Intangibles may be material in nature

· Highly experienced/qualified management

· Access to capital markets will generally be available under normal market conditions

5
BBB-
Baa3
· Higher degrees of susceptibility to cyclical trends due to industry position, less diversification etc.

· Assets and cash flows are reasonably sound with adequate coverage levels

· Financial leverage is slightly above average and assets may require significant CAPEX

· Access to capital markets may be available under normal conditions

Appendix i:  Descriptions of MEH ratings

MEH
RATING
S&P RATING
MOODY’S RATING
NON-INVESTMENT GRADE DESCRIPTION

6
BB+
Ba1
· Higher degree of volatility of earnings, cash flow, interest and overall performance

· More long term uncertainty, but with less near term vulnerability than other speculative grades

· Financial leverage is high with some debt capacity remaining

· Adequate coverage

· May have “above average” risk elements relative to industry

· Less access to public markets, reliant on bank financing

7
BB
Ba2
· Earnings, cash flow and interest coverage may be volatile with trends subject to erratic swings

· Outlook contains factors which may lead to unstable conditions

· Assets are below average quality but are expected to maintain value

· CAPEX requirements could be significant due to asset quality/ Possible material reliance on intangibles

· Financial leverage is high with some debt capacity remaining

· Adequate financial controls

· Experienced management but depth of management is less certain

· Access to financing primarily available from banks or other private sources. Less access to public markets

8
BB-
Ba3
· Pronounced risk elements with uncertainty of future performance

· Earnings and cash flows are volatile

· Assets are below average quality. CAPEX spending requirements could be significant

· Marginal interest coverage levels

· Less access to public markets

9
B+/B
B1/B2
· Earnings and cash flow will generally be strained

· Trends are unfavorable and the outlook is difficult

· Adverse economic market or other event may in the future affect the company’s financial performance

· Assets are significant value to provide a “second way out”. Significant intangibles exist

· Financially, over leveraged with minimal sources of financing available

· Management turnover or lack of experience or stability may result in deterioration of financial performance

10
B-
B3
· Adverse business, financial or economic conditions will likely impair capacity to repay interest and principal;

· Assets are insufficient value to provide a “second way out”. Warrants more than normal levels of supervision

· Financially over leveraged

· Weak interest coverage levels Management turnover or lack of experience or stability may result in deterioration of financial performance

11
CCC
Caaa/Ca
· Poor quality in most respects

· Likely to be in arrears interest with principal payments in danger

· This rating may be used to cover a situation where a bankruptcy petition has been filed, but debt service payments continue

12
D

· Payment default, Interest and/or principal payments have not been made on due date, even if applicable grace period has not expired

· This category is also used when the company has filed a bankruptcy petition and debt service payments are jeopardized

· Repayment in full is highly questionable
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