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NYISO Credit Policy Working Group

Sector Representatives

Sector Name Company
Patricia Douglas Con Edison
Transmission Owners _

Kay Spellane Rochester Gas & Electric
Scott Nelson Sithe

Generators )
Brad Radimer PSE&G
Jim Parmalee LIPA

Public Power
Tom Rudebusch MEUA
Al Babp PP&L
Other Suppliers _

Jeff Dryja AES

End Users Aaron Breidenbaugh | Navigant

Chairman Andy Ragogna NYISO
Shyam Venkat PricewaterhouseCoopers

Advisors )
Charles Andrews PricewaterhouseCoopers
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NYISO Credit Policy
Approach

> Intense Collaboration with Market Participants

=  Established Credit Policy Working Group
= One Year

> Analyzed Market Concentration Statistics
= Market Share - TOs / Rated / Unrated
- Load
- $ Volume
= Collateral Held
= Spot Market Activity
= Loss Probabilities
>  Traditional Benchmarks
=  Debt Ratings / Loss Probabilities
= Net Worth / Size and Equity
>  Proactive
= Liquidity Analysis
= Prospective vs. Historical
= Evolving Trend / More Disclosure

New York Independent System Operator

>

Balanced Approach

=  Financial Statistics

= Risk

= Need
Non-Discriminatory

= Addresses Current Needs

= No Unfair Barrier to Entry
Prudent

= Good 1% Step

= Young Market

= Dynamic
= Wil Change as Market Evolves
Expert Advice / Oversight

= PwC Involved from Day One



S & P Corporate Ratings Criteria

“Bear in mind, though, that a rating Is, in the end, an opinion.

The rating experience is as much an art as it is a science.”
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NYISO Credit Policy

II. Goals / Objectives / Major Components
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NYISO Credit Policy

Goals

> Minimize Losses Due To Default
= Reasonable Risk
= Not “Zero” Risk

> Support Development of Competitive Markets
= Wholesale and Retalil
= Non-Discriminatory
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NYISO Credit Policy

Obijectives

> Eliminate Unlimited Credit for Rated Entities
= Establish specific unsecured credit limits for each Market Participant

> Eliminate Payment History Waivers
= EXxisting
= Future

> Eliminate Tariff Ambiguities
= Clearer Guidelines
= Default and Termination
= |CAP +TCCs

> More Equitable Risk Sharing
— = [0SSES
= Contingency Reserve
= |nsurance

> Enhanced Daily Credit Management
= Defined Approach

Credit Manager Discretion within Limits

Internal Credit S(_:o_rln% _

Prospective Liquidity Analysis

Internal NYISO Credit Committee

CPWG Oversight (Market Participants)
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NYISO Credit Policy
Loss History and Liqguidity Assurance Components

. N\
> NO Losses In 2 Years

> Bills Paid On-Time . [Acwal

= February / March 2000 Operating Reserves —Rerence
= Two Summer Peak Periods

> $950 Million Collateral ’

> $50 Million Contingency Reserve , [curenty
> $50 Million Revolving Credit Line

> $50 Million Insurance )
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NYISO Credit Policy

Significant Enhancements to be Realized

l. Major Structural Changes — Particulars provided today

Enhancement Primary Beneficiary
Eliminate Unlimited Credit Authority All Market Participants
More Equitable Loss Sharing TOs and Non-TO LSEs

Il. Other Structural Changes - Particulars to be provided in FAP prior
to Tariff Filing

Enhancement Primary Beneficiary
Internal Rating For Unrated Entities Non-TO LSEs

More Structured / Defined Credit Management Process | All Market Participants
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Financial Assurance Policy

> The Financial Assurance Policy will provide additional
details and particulars

> Including but not limited to:
= |CAP Collateral specifics
= TCC Collateral specifics
= Liguidity Analysis specifics
= |ssuer Rating vs. Long-Term Unsecured Rating
= Fitch = Qualified Rating Agency
= Appeal Process
= Definition of Tangible Net Worth
= Credit Committee Composition
= Penalties for Refusal to Pay

New York Independent System Operator
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NYISO Credit Policy

I1l. Relevant NYISO Market Statistics

New York Independent System Operator
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NYISO Credit Policy
Billing History / Transaction $ Volume

. Gross Revenues

2002 2001 2000 1999 Total
Energy $239.6M $4,628.3M $4,581.1M $246.9M $9,695.9M
ICAP $47.9M $765.1M $422.1M $1,235.1M
TCC $0.0M $78.0M $270.0M $0.2M $348.2M
Total $287.5M $5,471.4M $5,273.2M $247.1M $11,279.2M
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NYISO Market Participants

Receivables Statistics

2001
> # Monthly Net Receivables Participants
July — 44
Aug - 53 Average Approximately 50
Sept-48

>  Average Total Monthly Net Receivable $
= $2.7B through Sept. 2001 , 9 months = $300M/Month
= Excludes ICAP & TCC Auctions
= Excludes Virtual Trading

>  Breakdown of Monthly Net Receivables

# Receivables Participants/Month

$ Million/Month

Percentage

8 Transmission Owners 225 75
30 Collateralized 63 21
10 Rated/No Collateral 12 4

48 Total Participants 300 100

> The 30 Collateralized Market Participants have posted $400M of collateral; energy only.

=  Total collateral held = approximately $950 M; all products.

New York Independent System Operator

14



NYISO Market Participants

Exposure Statistics - 2001
“Includes ICAP Auctions”

Breakdown of Rated Entities— No Collateral — Excluding 6 TOs/LI PA/NYPA

Peak Billing Cycle
# ($ Million/Month)
1 10
2 1-5
_7 <1
10

Breakdown of Collateralized Entities - Unrated

Peak Billing Cycle
# ($ Million/Month)
3 50-65
2 10-20
5 1-10
20 <1
30

New York Independent System Operator
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NYISO Credit Policy

V. PwC Involvement / Best Practices / Benchmarking
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PricewaterhouseCoopers has been engaged since February 2001
to assist the NYISO in the assessment and development of its
credit risk management policies:

> Reviewed proposed changes in the NYISO credit contingency reserves, limit setting
methodologies and general credit risk management polices and procedures

> Developed expected and unexpected loss estimates

> Advised NYISO staff and participated in discussions with the Credit Policy Working
Group in the development of credit policies for virtual bidding

> Worked with various market participants to facilitate development of credit risk
management policies for delegation of credit authority and loss sharing

= Facilitated all Credit Policy Working Group meetings
= Conducted interviews with transmission owners and representatives from other participant groups

= Benchmarked credit limit setting methodologies through an informal survey of between 7-10 energy trading
companies and several banks

= Researched loss sharing arrangements at other ISOs, power pools and exchanges

= Evaluated other market structures as a point of reference for the NYISO'’s policies and procedures
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Over the course of several months, PwC identified a number of key
findings for NYISO to consider to achieve best practice credit risk
management standards

> PwC’s benchmarking of credit risk management practices at Energy Marketing &
Trading Entities shows that matrices are not used in isolation when setting credit
limits or delegating credit authority

> PwC’s benchmarking of financial institutions shows a significant difference in the
delegation of credit authorities to senior credit officers primarily due to their
significantly greater capitalization and role in the economy

> PwC confirmed that due to the unique structure of entities in different sectors an
alternative to TNW thresholds for municipals, cooperatives and agencies cannot be
standardized

> PwC’s benchmarking of loss sharing among other ISOs reveals that there is no one
standard although pro-rata sharing is more common than segmentation of losses
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PwC’s benchmarking of credit risk management practices at energy

marketing & trading entities shows ...

Caegory Campary A B C D
Credit Caunterparty | Yes moefavorddelimitsfor TOs No favorabletrestment for TOs dl Yes
Limit Caegorization | adtighter linitsfor muidpdlities aebesd on aedit andyss
Mdrix | BExend P P, Moody's P, Moody's P, Moody's
Retings
Internal Yes mgpped withextarnd raings | Yes mgpped with extamd ratings Badc; doseto conaune leding Ratio andlyss rating 1 to 10 mepped
SooringMadd | besed on both querntitative and bessd on bath quentitativeand modd; heavy rdiance on extemnd withexeand ratings basad onbath
quditativefectors quditativefectors raings Moddsfor different Quenitative and quditativefectors
indLetriesare baing congructed
TNWas3zing | Yes natssthredhald Maefoouson liguicity Maefoouson merket cap
Fador
Othe Fadars | Cahflow, debat ratio, etc. Waking capitdl, fadilitieswithberks | Tenor Malrix <2 yearsfor andyd, 2- | Frmisownrisk gppdtite
aoosssto marke, presatinthe 4dyearsfor Qredit Maneger and
budness cash flow, gc. Directar, >5 yearsfor Chief Credit
Risk Officer
Limitsfor an“A” Rated Depadsanlevdsof autharity: $6 | $100—200million P00 nillionfor andys, $650-80
Caunterparty —70nillion(sgned by VP millionfor Credit Maneger, >$100
millionfor Director, >$150 millionfor
Chief Credit Rk Officer
EEl Contract Yes Yes Ganginto
Cdlaterd Agyegtelimitsasthreshold Yes caehand LCfromminimum“A”
reted berks
Parental Guarantee “Batomupadyds’: credit andyds Na muchascdlatad
onthedfiliate, thenthe parent
ooy, raing subdituteis not
auongtic
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... that matrices are not used in isolation when setting credit limits or
delegating credit authority

Caaory Campany E F G H
Credit Caunterparty | Nogpadficmodd for
Limit Categorization | munidpditiesand coops
Mérix | BExtend S8R, Moody's SXP, Moody's Yes D&B not usful P, Moody's
Ratings
Internd Yes K Peivaents bessd on Yes Sk Payivaents Hnendd raio andlyss only one Y es besad on bath quantitative and
SoringModd | bath quantitative and quditative aubjedtive factor with<10%6waght qudlitaivefactors
factors no spedific mood for
munidpdlitiesand coops
TNWasSdzing | Adusmaton TNWwhen Typicdly <5% of equity Intidly ussd 10%of TNW, but things | TNWisused but our owvn risk gppetite
Fedar goproprigte exarrinethe nature of 0d skeved and numbersbecaretoo | ismareimportant.
gooaill before dedudtion; book highfor large compenies
equity isprefared over market cap
Other Fadars | Sze vy, €c. Rurdesng vdune ovadl busness | Rodtionintheindudry, recentnens | Our onnrisk gopdite

contractud rights, hurrenjucgement

anud repart, and our onnrik
gpdite

Limitsfor an“A” Rated

$50—-100milliory 5% df TNW

Upto $50 million for aredit meneger

Counterparty with 1 year tenor; ddegationdso
avaladlefor 5and 10 yearsof tenor
EEl Contrad Yes
Cdlated Nat drictly required betwen BB+ Cdlaed reuired for nonvinvesmat | Cdlaerd isrequired for dl
and BB; required for BB- ad gade uadly aL/C. Other fomsare | counterpatitesthat do not provide
bdow perentd guarantess prepaymatand | finendds
patid morthly paymerts mergin
aooounts: Surdly bonds areavoided.
Munidpasand someprivaefirms
mght have exogationsbesad on
finendd andyds
Parental Guarantee Ardyzethe dfiliate indgpendartly,
and d o the perent conpany
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PwC’s benchmarking of financial institutions shows a significant
difference in the delegation of credit authorities to senior credit
officers*, primarily due to their capitalization and role in the

economy

Credit Authorities ($Million)

External Rating Internal Rating Bank A Bank B Bank C |[Bank D
AAA 1 500 2,400 1,200 250
AA 2 300 1,800 1,200 250
A 3 200 900 1,000 250
BBB 4 75 600 800 75
BB 5 75 300 500 75
BB- 6 50 120 300 30
B 7 20 50 50 10
> CCC+ 8to 10 0 50 25 5

*Generally a Managing Director, Business Group Credit Officer
New York Independent System Operator 21




PwC found that due to the unique structure of entities in different
sectors an alternative to TNW thresholds for Municipals,
Cooperatives and Agencies cannot be standardized

> Reviewed Moody’s, S&P and Fitch IBCA commentary/ratings approaches
for the energy & utility sectors as well as sub-sectors such as municipal
owned utilities and cooperatives.

> Due to the differences in structure among various sectors there does not
exist any particular standard as a proxy for TNW or “equity capital”.

= Many cooperatives have shareholder’s equity and retained earnings.

= State agencies have “accumulated net revenues employed in the
businesses” or “retained earnings (accumulated deficit)”.

= Municipalities have general fund balances which are sometimes classified
as “Equity, retained earnings and fund balances”. Industry convention is to
focus on general fund balances.

» Reserved or unreserved
» Designated or undesignated

> NYISO’s market participants in these sectors are significantly different in
their size, financial characteristics and creditworthiness.
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NYISO Credit Policy

V. Loss Sharing Proposal

New York Independent System Operator
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PwC’s benchmarking of loss sharing among other ISOs reveals that
there is no one standard although pro-rata sharing is more common
than segmentation of losses

Exchange Sarvicesand Sygem Structureof Loss Sharing

Operators

Arizonalndependent Scheduling Not availeble

Adminidrator

Caifomial SO Pro-rataloss shaing by al creditors

CaliforriaPower Excharge Pro-rataloss sharing by dl other debtors

10 New England Pro-ratarecavables/payablesbass

Midkcontinent Area.Power Podl %ﬁgmrgﬂagngg&;ﬂdmsdtrmgm sarvices, not yet determined
Midwest 1S0 Pro-ratato TOsbased on their share of transmisson sarvice recavablesto defaulting

counterparty

. Shared amongd participants based on dollar amounts of purchases and salesduring the
Ontario Independent Market Opardor |y of defait viaa® defauit levy”

PIM Interconnection Chargefess on membearship. All memba's share lossesinduding generators: 10% on
number of members, 50% on pesk demand, 20% on generating capacity, and 20% on
drcuit milesof tranamisson facilities multiplied by the respective operating voltage
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Loss Sharing Formula

»>% Loss for MP = MP (Gross AR + Gross A/P) in month of loss

NYISO (Gross A/R + Gross A/P) in month of loss
»>Gross A/R and Gross A/P includes Energy, ICAP and TCC Activity

Current Structure
Percentage Based on Loads Usage

Proposed Structure
Percentage Based on Accounts Receivables
and Accounts Payable*

TOs 90% TOs 54%
TO Affiliates 6% Generators 25%
Non-TO LSEs 4% Others 21%
Total 100% Total 100%

New York Independent System Operator

* The data listed here is based on A/R and A/P from
March, 2001 to May, 2001 only.
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NYISO Credit Policy

VI. Deleqgation of Authority / Credit Limit
Determination / Four Tests

New York Independent System Operator
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NYISO Credit Policy

Product Differentiation

. Products

a. Energy

b. ICAP

c. TCCs

d. Virtual Transactions

. Different Collateral Requirements for Each Product

a. Assessment of specific risk associated with each product
b. Dynamic: Will evolve / change over time

c. Initially: Conservative

d. Revise: Based upon actual experience
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NYISO Credit Policy

Product Differentiation

Declining Balance

Current Collateral Required Proposal
Energy Highest Three Months in Rolling Twelve No Change
Months
ICAP Amount of Bid for duration of Purchase / Possibly Reduce / Legal
Declining Balance Assessment re: Asset Pledge
TCC Amount of Bid for Life of Contract/No Possibly Reduce / Analysis of

Historical Volatility and Risk
Exposure

Virtual Bidding

7 x Highest Price Spread observed @ 97
percentile in last 90 days

No Change / Review at End of
Capability Period (4/30/02)

New York Independent System Operator

28




NYISO Credit Policy
Application of Credit Limit

> Each Market Participant will have an Unsecured Credit Limit
= Approved Unsecured Credit Limit can be “0” or greater than “0”; but not infinity

= No Collateral required up to the Unsecured Credit Limit
» For cumulative billed and unbilled exposure:

= Collateral required for exposure above the Unsecured Credit Limit;
» Based upon sum of individual Product Market Exposure

New York Independent System Operator 29



NYISO Credit Policy
Example: Application of Credit Limit

> Given: Unsecured Credit Limit = $100K

> Example:
Product Exposure Calculation $ Exposure Credit Limit Excess Collateral Calculation Collateral
Market 2 EXPOsUTe Allocation Exposure Required
Energy Highest Billing Cycle** in $50 K $20 K $30K 2 x Excess Exposure $60K
12mos. = $50K (Provides for Continuing
Exposure)
ICAP Auction Purchases: 6 months $30K $30K -0- 1 x Excess Exposure -0-
@$5K/Month
TCC Auction Purchases: 5 years $50 K 50K -0- 1 x Excess Exposure -0-
@$50K Total
$130K $100K

** Approximately 45 days Billed and Unbilled Exposure

1

Market Participant Determines Allocation

New York Independent System Operator
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NYISO Credit Policy

Credit Limit Determination

> Four Tests

# 1 — Debt Rating - Maximum Possible Credit Limit Matrix cannot be changed w/o MC
per Approved Matrix P> .nd BOD Approval (Possibly FERC)

# 2 — Tangible — Intermediate Credit Limit — Generally Lower Than Test #1

Net Worth % ¢ Cannot be exceeded w/o Liquidity Analysis
¢ Minimum Reduction of 25% w/o Liquidity
Analysis

# 3 — Liquidity Analysis Maximum Recommended Can result in a Credit Limit above

Credit Limit / Credit Manager or below the Intermediate Credit

Limit established in Test #2
+ Defined Range to be included in FAP

#4 — Need =P Assigned Credit Limit ey Based Upon Level of Current
Market Activity

¢ less than or equal to Credit Limit
determined by Liquidity Analysis.
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NYISO Credit Policy
Liquidity Analysis

> NYISO Credit Manager Conducts Interview with
Market Participant

> Market Participant Provides:

= “Officer” certified cash forecasts include working capital position
= Assessment of unreserved cash availability

= Copies of committed bank facilities

= Assessment of various Liquidity Indicia/Criteria

= Prospective and Historical

> NYISO Treats Information With Appropriate
Confidentiality

New York Independent System Operator
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NYISO Credit Policy

Minimum Credit Line for Municipalities

> Proposal: e Minimum Credit Line of $1M/Month
»Subject to Liquidity Test Only

e Four Test Process Applicable above $1M

» Typical Municipalities:

« County of Erie « County of Niagara
* Freeport Electric * Jamestown
« NYMPA * SMEC
* Rockville Center » City of Buffalo
 Aggregate Average Aggregate Peak
$3$ Million / Month $3$ Million / Month
$2.5M ** $4.6 M**

* Highest Peak Month for an entity approximately $1.5M
** Energy Only, ICAP Insignificant

New York Independent System Operator
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NYISO Credit Policy
Delegation of Authority

(2) Matrix may change as Market Share and Need Evolves
> Requires MC and BOD Approval

(2) Limits Represent “Up To” or Maximum Credit Limits
> Subject to TNW Test, and Liquidity Analysis, and Need Test
3) Initially — Will not apply to Virtual Trading

Maximum Limits for Energy, ICAP Auctions & TCC Auctions (Aggregate)

e Maximum Credit Limit : Maximum Credit Limit Ty e it it
Dent Rating TOs Non-TO LSEs / TO Affiliates / Corporate Guarantees e
; _ Everyone
External Rating/ ($ Million) ($ Million) % of Tangible
Credit Scoring Monthly** ' Monthly** Net Worth
AA- 500 100 7.5%
A+ 450 90 7.5%
A 400 80 6.5%
A- 300 60 5.0%
BBB+ 200 40 4.0%
BBB 125 25 2.5%
BBB- 75 15 1.5%
Below BBB- -0- -0- -0-

¥ Multiply by 1.5x for billing cycle exposure (billed & unbilled)
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NYISO Credit Policy

Differentiated Credit Authority
Requlated LSEs (TOs) vs. Unrequlated LSEs

» TOs are requlated entities > Two years perfect payment history
=  Significant Pass Through Capability = Feb/Mar 2000 operating reserves
= Currently serve 90% of load / major market share = Summer peaks
= Non-discretionary product > More insurable than Non-TO LSEs
= Highly certain cash flow = Have $50M in Insurance

> TOs are providers of last resort

= Higher Limits Available

Cannot engage in unrelated speculative business risks _ _
= Insurers perceive TOs as lower risk

Retail Access Transition = Slow

»  Better bankruptcy history than Non-TO LSEs

= California

Obligated to serve load if a non-TO LSE defaults = PSNH / Seabrook Nuclear Plant

> PSC has a vested interest in competition

Competitive Opportunities Act
Divest Generation
Open Access Transmission

>  Not Discriminatory / Not an Unfair Barrier to Entry
L] Meets Current Market Participants needs
L] Rated Entities: BBB- Rating Satisfies current need

L] Unrated Entities: Relaxes a perceived barrier to entry / competitive
disadvantage

» Can get an unsecured limit / Credit Scoring / Liquidity Analysis

New York Independent System Operator
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NYISO Credit Policy

VII. Next Steps

New York Independent System Operator
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NYISO Credit Policy
Future

> Evolve with New Products
> Evolve with Experience
» Conform all ISOs over time

> Shortened Billing Cycle
= Eliminate 24-Month anal Bfll } This Year!
= |Implement 4-Month Final Bill
= Real-Time Settlement is the “End-State Vision”
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NYISO Credit Policy
Go Forward Plan

> Management Committee s April

> Board of Directors =P April

> Financial Assurance Policy s> March/April

> FERC Filing ) \ay

> Implementation Smmmm)) Phased In by December 31
P pending FERC Approval
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