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MEH RISK MANAGEMENT POLICY

Proprietary and Confidential

This Risk Management Policy describes the guidelines for market risk control within Midwest Energy Hub, L.L.C.  The organizational structure and procedures incorporated within this Policy, as well as those described in the Risk Procedures and Control Guidelines, are intended to ensure a sound control environment for risks stemming from the company’s business activities.  The content of this policy is in compliance with the Midwest Energy Hub, L.L.C. Limited Liability Company Agreement, dated April 26, 2000.

I. General Authorization

Midwest Energy Hub, L.L.C., a Delaware Limited Liability Company, (“MEH”) is authorized to execute Transactions and manage these Transactions in support of its businesses.  

All Transactions covered by this policy must be conducted in compliance with all MEH policies, including but not limited to the MEH Risk Procedures and Control Guidelines, as each may be amended, supplemented or restated from time to time by the Board of Managers of MEH (collectively the “MEH Policies”).

II. Trading Portfolio

Designated MEH representatives are authorized to enter into Transactions that create Positions for MEH within the limits specified herein in Appendix I. These Positions shall be managed in the MEH Trading Portfolio by the Commercial Development Manager for MEH. This Trading Portfolio is designed to capture and manage risks related to the physical delivery of those commodities listed in Appendix I, to provide related risk management services, to optimize assets under management or owned by MEH, to take advantage of market arbitrage opportunities, and to manage positions within the approved limits.  Risks will be measured on a portfolio basis, allowing for natural offsets of trading books.

III. Risk Control Organizational Structure

A. Board of Managers.  The MEH Board of Managers (the “Board”) is responsible for approval and oversight of risk management activities at MEH. The Board is responsible for reviewing and approving this Risk Management Policy in its entirety.  The Board will review the Risk Management Policy as necessary, but no less frequently than prior to the first day of October of each year, and shall consider for approval any proposed amendments.  Any amendments must be documented and distributed to the MEH Risk Management Committee (the “Risk Committee”) prior to approval.  


The Board is responsible for understanding the risks involved with the business practices of MEH and must be satisfied that the necessary controls, culture and procedures are in place to manage these risks.  Each Board Member is further responsible for ensuring that their actions are consistent with the authority delegated to them by each respective Member Parent Company and that the appropriate policies of each respective Member Parent Company have been followed.

B. MEH Risk Management Committee.  The Risk Committee is composed of two members of senior management, one from each Member Parent Company or its affiliates (see Appendix II).  Enron MW, L.L.C.’s Board Member will be responsible for appointing its Risk Committee Member.  Peoples Energy Corp.’s President will be responsible for appointing its Risk Committee Member. References to the Risk Committee shall assume both members unless determined otherwise by the Risk Committee.  The Risk Committee is responsible for oversight of the risk control environment for MEH including risk management procedures, measurements, stress testing, other internal controls, and the review of products and services outside the approved Risk Management Policy. 

The Risk Committee shall make a written recommendation to the Board regarding the approval of the initial Risk Management Policy and any subsequent proposed amendments.  Any Board actions contrary to the Risk Committee recommendations will be explained in the Board minutes. The Risk Committee is responsible for providing status reports concerning MEH’s overall risk profile and business activities to the Board quarterly or more frequently as warranted by market conditions, portfolio composition, risk profile or Board requests.  The Risk Committee is responsible for notifying the Board of any known positions or changes or trends in risk profiles that it perceives to be excessively risky or that may not be captured by the approved limit structure.


The Risk Committee cannot reduce pre-approved risk limits or approve material limit exceptions without the Board’s prior approval.  The Risk Committee is responsible for reviewing any limit violations.  It has the authority to immediately remove authorization to trade from any trader who is in violation.  The Risk Committee has authority to liquidate positions that are in violation of stated limits.


The Risk Committee is responsible for understanding the valuation process and risk position.  It is responsible for reviewing and understanding all risk measurement methodologies to ensure that the Risk Committee and the Board have an adequate assessment of market risk.  Any changes in risk measurement methodologies or Risk Procedures and Control Guidelines will be reported to the Risk Committee and the Board pursuant to Section 6.1.6 of the Midwest Energy Hub, L.L.C. Limited Liability Company Agreement dated April 26, 2000.


The Risk Committee will meet no less frequently than monthly, either in person or by telephone.  Any decision to exercise an authority that has been granted to the Risk Committee must have the unanimous written consent of the members.  Unresolved issues will be taken to the Board of Managers for final decision.  In their absence, each Risk Committee member will delegate their responsibilities.

C. Chief Risk Officer.  The Risk Committee shall delegate specific responsibilities to the Chief Risk Officer (CRO) for administration of risk controls.  The CRO is responsible for aggregating positions and risk exposures and ensuring that daily position and risk reports are generated and distributed to the Risk Committee and the Board.  The CRO is responsible to ensure that the daily position and risk report exhibits all pricing components used to determine the mark to markets, net position, cumulative losses, results from stress tests, VaR, and other risk analytic tests as required by the Risk Committee.


The CRO is responsible to monitor any changes or trends in risk profile as determined by limit usages and report back to the Risk Committee.  The CRO is responsible for monitoring position limits and violations daily to ensure compliance with this policy.  The CRO is required to report any limit violations immediately to the Risk Management Committee and the Board of Managers.


The CRO is responsible for reporting any changes in risk measurement methodologies or Risk Procedures and Control Guidelines to the Risk Committee and the Board.

IV.  Limits

MEH trading activities are subject to a combination of limits.  These limits include, but are not limited to, Net Open Position, Maturity/Gap Risk, and Potential Exposure limits and Loss notifications, as appropriate for the type of business activity under consideration.  Subject to the aggregate Commodity Group limits specified in Appendix I, the Commercial Development Manager has the discretion to allocate aggregate limits among individual traders or trading books.
The following Limits will be utilized:

A. Net Open Position Limits. Open positions are measured by the aggregate net notional value of the contracts. MEH activities are subject to the Net Open Position limits at the Commodity Group level, as specified in Appendix I.  

B. Maturity/Gap Risk Limits. Maturity/Gap risk measurements allow the portfolio of long and short exposures to be classified into time buckets.  It aggregates the specific risk exposures of different maturity instruments into time buckets. 
MEH activities are subject to the Maturity/Gap Risk limits at the Commodity Group level, as specified in Appendix I.

C. Value-at-Risk and other Potential Exposure Limits.  MEH activities are subject to potential exposure analysis using stress-testing, scenario analysis, and limits based on Value-at-Risk, calculated daily or as appropriate to the business activity under consideration at the Portfolio level and at the Commodity Group level as directed by the Risk Committee.  MEH activities are subject to the Value-at-Risk limits at the Commodity Group level, as specified in Appendix I.

D. Loss limits.  These limits are defined as the maximum mark-to-market loss measured on a net present value method due to commodity price changes within a predetermined time period.  Compliance within the limit is calculated each day by the gains and losses of all settled physical and non-physical transactions plus the gains and losses of all open positions of physical and non-physical transactions.  MEH activities are subject to daily, five-day cumulative and annual loss limits as determined by the Risk Committee.

E. Regulated Exchange Limits.  MEH is not currently authorized to execute transactions and maintain accounts at Regulated Exchanges.  Further, such activities can only be authorized by the Board.  In the event the Board authorizes such activities, MEH may be subject to limits imposed by regulated exchanges on which they transact.  MEH shall comply with any such limits imposed on them, as such limits may be modified from time to time.

V.  Limit Violations

The CRO must report all net open position, maturity/gap, loss, and potential exposure limit violations to the Board and the Risk Committee.  The Risk Committee has the authority to liquidate positions that are out of compliance with aggregate Commodity Group limits or recommend a course of action to the Board based on the nature of the position, market conditions, and other circumstances.  In the event the Commercial Development Manager has allocated the aggregate Commodity Group limits among individual traders or trading books and such allocated limit is violated, the violation will be reported to the Risk Committee along with a recommended course of action.  The Risk Committee has the authority to approve the maintenanceof any position that has exceeded an allocated limit if the position is in compliance with all other operable limits.  The Risk Committee has the authority to suspend the trading authority of any trader in violation of an allocated limit.

VI.  Loss Notification Requirements

Daily and cumulative losses resulting from MEH activities are subject to the reporting requirements and the following notification requirements:

A. Daily Loss Notifications.  If at any time the aggregate Daily Loss or the Daily Loss in any Commodity Group or Portfolio is equal to or in excess of 50% of the respective VAR limit as approved by the Board, the CRO shall promptly communicate the occurrence to the Risk Committee and the Board. If at any time the Daily Loss for all Commodity Groups in the aggregate is equal to or in excess of 75% of the respective VAR limit as approved by the Board, the CRO shall promptly communicate the occurrence to the Risk Committee and the Board.

B. Cumulative Loss Notifications.  If at any time the Cumulative Loss in any Commodity Group is equal to or in excess of 75% of the respective VAR limit as approved by the Board, the CRO shall promptly communicate the occurrence to the Risk Committee and the Board.  If at any time the Cumulative Loss for all Commodity Groups in the aggregate is equal to or in excess of the respective VAR limit as approved by the Board, the CRO shall promptly communicate the occurrence to the Risk Committee and the Board.

VII.  Limit Excess Exceptions

Any material aggregate Commodity Group limit exception must be approved by the Board.
VIII.  Operations and Controls

A. Segregation of Duties.  MEH business groups or individuals entering into Transactions will be segregated from each of the following activities: recording and aggregation of Transactions; preparation, issuance and verification of MEH or third‑party documentation; reporting of Positions and Commodity Group information; review of the reasonableness of prices and models, periodic validation of prices from independent market sources; monitoring of limits; physical and/or financial settlement of Transactions; reconciliation of accounts; and preparation of financial statements.

B. Position and Risk Reporting.  The Chief Risk Officer or other employee designated by the Risk Committee shall prepare and distribute a daily report by the following morning (“Daily Position and Risk Report”) showing:

1. Summary Report for profit and loss, market risk, market risk excesses

2. Detailed daily, month-to-date, and year to date profit and loss report

3. Limit and position reporting for commodity group net open position; maturity/gap position;  potential exposures, loss exposures, and any other parameters as may be required by the Board or the Risk Committee.  This section contains limits and limit utilizations.

C.  Transaction Approvals.  Only those employees designated by the Board will be authorized to enter into Transactions on behalf of MEH.  The Board must also approve and maintain a record of those employees responsible for the individual Commodity Groups as specified in Appendix I.  All Transactions must be in compliance with all applicable policies of MEH, including the Midwest Energy Hub, L.L.C. Limited Liability Company Agreement, and each respective Member Parent Company prevailing at the time the Transactions are contemplated. 

D.  Calculation of the Net Open Position by Commodity Group.  For purposes of monitoring the Net Open Position Limits, as specified in IVA., all Positions within a Commodity Group shall be aggregated into a reference Benchmark Position assigned to each group.

E.  Cash Manager. All cash disbursements, collections, and invoicing will be done in accordance with the Risk Procedures and Control Guidelines.

X.  Policy Amendment Authority

A. Commodity Groups and Positions. The Board must approve any amendment that authorizes additional Commodity Groups or Positions.

B. Limit Changes.  The Board, unless covered by VII, must approve any modification of limits or other amendments, supplements or updates to this Policy.

C. Position Measurement Parameters.  Any changes to parameters used in the aggregation and measurement of Positions must be reviewed by the Risk Committee.  This includes, but is not limited to, the Benchmark Positions, VAR parameters, Maturity/Gap Risk periods, conversion ratios, volatility factors and correlation factors.

XI.  New Product Approval
All non-standard products will be subject to an approval process prior to execution.  Non-standard products are trades that may create a Position outside the normal course of business, but not trigger a limit violation.  The Board is able to authorize any new products traded.  The process requires the Commercial Development Manager to describe the product including a full description of all deal terms, pricing methodology, risk factors, hedging techniques and unhedged residual risks.  The Board of Managers has authority for approval of non-standard products and modification of any limits following approval or to delegate authority to modify limits to the Risk Committee.  The Risk Committee has the authority to modify reporting requirements following approval to capture the risks associated with the non-standard product.

The Risk Committee may approve exceptions for one-off transactions used to accommodate customer deal flow or products similar in nature to approved products with small variations in risk factors.

XII.  Position Revaluation

Position revaluation will be in accordance with the Risk Procedures and Control Guidelines. 

XIII.  Deal Capture

Deal capture will be in accordance with the Risk Procedure and Control Guidelines.

XIV.  Audit Rights

Each Member Parent Company or its designated affiliate  has the right to audit the accounting books, deal valuation, confirmations, and all documents associated with MEH. Limits. Any member of the Risk Committee or Member Parent Company internal audit team assigned to MEH is authorized to request and receive a download or detailed list of all MEH transactions and open positions.

XV.  Miscellaneous

A. Employee Trading.  
MEH authorized traders shall not engage in the trading of any Position for the benefit of any party other than MEH (whether for their own account or for the account of any third party) where such Position relates to (i) any financial instrument, security, financial asset or liability which falls within such individual’s responsibility at MEH or (ii) any other commodity, included in any Commodity Group.

B. Employee Review of Policies.  An individual participating in any activity or Transaction on behalf of MEH within the coverage of this Policy shall sign, on an annual basis or upon any material revision to this Policy, a statement approved by the MEH Risk Committee, attached as Appendix IV, that such employee (i) has read this Policy and the MEH Risk Procedures and Control Guidelines, (ii) understands such Policies, and (iii) has and will comply with such Policies.  Any violation of this Policy by an individual shall be grounds for immediate termination.

XVI.  Definitions

 “Benchmark Position” shall mean the Position within a Commodity Group into which all other Positions within the same Commodity Group can be converted using price volatility and correlation based conversion factors.  Such conversion factors shall be established and authorized by the CRO.

“Cumulative Loss“ shall mean a sum of Daily Losses for the last consecutive five days. Upon occurrence of a Cumulative Loss Limit violation, Cumulative Loss calculation is reset and begins with the Daily Loss following the day on which the violation took place.

“Daily Loss“ shall mean the loss in value of any Commodity Group on a daily basis, exclusive of originations and prudence.  The Daily Loss will be calculated using the mark‑to‑market method on a net present value basis.

“Maturity/Gap Risk” shall mean the risks related to non-parallel changes of forward prices or interest rates.  For purposes of this Policy, the Maturity/Gap Risk related to commodity Positions with forward prices shall be measured using a rolling total of the net open position per period, which may be modified based on the market structure of the underlying Position and pending authorization of the Chief Risk Officer of MEH. (see Appendix I). 

“Member Parent Company” shall mean Peoples Energy Corp. with respect to Peoples MW, LLC and Enron North America Corp. with respect to Enron MW, L.L.C.

“Net Open Position“ shall mean the aggregate of the open Positions in a Commodity Group on a Benchmark Position equivalent basis.

“Position”  shall mean, collectively, the risk components (including, but not limited to, price risk, basis risk, index risk, credit risk and liquidity risk) of all commodities, financial instruments, securities, equities, financial assets or liabilities which have been authorized for trading in the then effective MEH Risk Management Policy, as may be amended from time to time.

“Potential Exposure” shall mean the potential change in value of a Position or Commodity Group resulting from changes in, but not limited to, market prices, interest rates, currency rates, counterparty credit condition, liquidity, funding and settlement risk.

Risk Procedure and Control Guidelines”  means guidelines for credit approvals, other controls and operating procedures with respect to trading activities and similar matters, which guidelines when initially adopted shall incorporated Enron Corp.’s risk control and procedures guidelines then in effect, and those additional guidelines for credit approvals, other contract and operating procedures with respect to trading activities, and similar matters as agreed to by the MEH Board of Managers.

“Transactions“ shall mean, collectively, forwards, futures, swaps, options, any combination of these instruments and any other derivative or cash market instruments creating a Position.

“Value-at-Risk” shall mean the Potential Exposure related to a Commodity Group or Position calculated using the Midwest Energy Hub, LLC. adopted VaR methodology at the 95% confidence interval using a 1-day time horizon.  Any recalibration or modification of the VAR methodology or parameters that take into account observed or anticipated changes in market factors or developments in VAR technologies must be reviewed by the MEH Risk Management Committee.

Appendix I

Limits

Commodity Group
Benchmark Position
Net Open Position Limit
Maturity/Gap Risk Limit
VAR Limit
Max Term

TRADING PORTFOLIO
Aggregate Limit


$2 MM
LLC Term

North American Natural Gas
NYMEX  Henry Hub Equivalents
5 Bcf
10 Bcf (Rolling 12 Month)
$2MM
LLC Term

Ethane/Propane
NYMEX Propane Equivalents
250,000 Barrels
250,000 Barrels (Rolling 12 Month)
$0.2MM
LLC Term

Weather Derivatives
Maximum USD Exposure
$ MM
N/A
$0 MM
LLC Term

Appendix II

MEH Risk Control Structure
MEH Risk Management Committee

Enron – Vladimir Gorny 

Peoples Energy –Judith Pokorny 

Chief Risk Officer –Vladimir Gorny 

Appendix III

To:

Chief Risk Officer

From:

MEH Board of Managers

Subject:
MEH Authorized Trader List

Date:



In accordance with the MEH Risk Management Policy, and subject to the Risk Procedure and Control Guidelines, we hereby authorize the following individuals to trade under the following commodity groups, on behalf of MEH. We will notify you on any significant changes and should update this memo as necessary.

They are listed as follows:

NA Natural Gas:

Richard Tomaski

Lee Fascetti

Steve Richman
Barbara Dillard Radous
Ethane/Propane:

Weather:

Appendix IV
Please carefully read each of the items below and sign and date where indicated:

1. I have read and understand the foregoing Midwest Energy Hub, L.L.C. Risk Management Policy and Risk Procedures and Control Guidelines.

2. I hereby agree to comply with all provisions of the Midwest Energy Hub, L.L.C. Risk Management Policy and Risk Procedures and Control Guidelines.

3. I acknowledge that I have read and understand the “Employee Trading” paragraph of Section XV Miscellaneous of the Midwest Energy Hub, L.L.C. Risk Management Policy.

4. 
5. I hereby agree not to engage in the trading of any commodity for the benefit of any party (whether for my own account or for the account of any third party) other than Midwest Energy Hub, L.L.C., where such commodity is included in the Appendix I of the Midwest Energy Hub, L.L.C. Risk Management Policy


____________________________


_______________

Signature





Date

____________________________

Printed Name
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