Credit Overview and Supplement

An overview of the PIJM Credit Policy and Credit
Requirements, and Supplement to the PJM Open
Access Transmission Tariff, Attachment Q
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This overview explains the majority of credit issues and requirements that affect PJM and its
Participants. This document is a summary only and does not necessarily include all credit-related
provisions of the PJM Open Access Transmission Tariff (OATT or Tariff) or the PJM Operating
Agreement or other Agreements between P/M andits Par ti ci pants (the
applicants, participants and members (herein referred to as "Participants") are responsible to review
and understand the PJM Agreements themselves. If conflicts exist between explanations in this
Overview and any of the PJM Agreements, the PJM Agreements will govern. In addition, except as
otherwise provided in the PJM Agreements, PJM reserves the right to modify or supplement the
requirements stated in this Overview.

As provided for in FERC Order 890, this document also serves as a supplement to Attachment Q
(credit policy) of the PJM Open Access Transmission Tariff. Asasupplement, it describes practices
and procedures (such as the credit scoring algorithm) which are not part of the filed Tariff. Such
descriptions are intended to document PJM's implementation of the PJM Agreements, but in case of
conflict between this document and any of the PJM Agreements, the PJM Agreements shall govern.

PIJM' s credit provisions are admhtni stered by

PJM requires Participants to maintain credit equal to the highest exposure experienced in the past
year, which is generally the sum of the highest three consecutive weekly bills during that time. In
addi tion, Partici pamymtexceaedsbperentiofthe drddit egtablished with
PJM at any time. Special credit requirements and/or rules also exist for virtual bidding, annual
financial transmission rights (FTRs) and capacity (Reliability Pricing Model (RPM)), and may be
created for other special markets as well.

The following people may be contacted for credit-related issues at PJM:

Jay Niemeyer (610-666-4407) (niemej@pjm.com)
Primary contact for all credit application and general credit questions

Farhad Malik (610-666-8296)(malikf@pjm.com)
Primary contact for FTR issues. Alternate contact for other credit questions

Mark Million (610-635-3418)(millim@pjm.com)
Primary contact for RPM issues. Alternate contact for other credit questions
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Harold Loomis (610-666-4243) (loomih@pjm.com)
Alternate contact for credit questions

Hanmei Peng (610-666-2227) (pengh@pjm.com)
To answer specific questions related toaPart i ci pant

s cash coll

Steve Lawson (610-666-4603) (lawsos@pjm.com)
To answer specific questions related to

PJM Member Relations (866-400-8980)
For general application questions only. Note All credit applications should be sent to
Member Relations, not to the Treasury Department.

PIJM s credit staff monitors daily Participant

to questions from both current participants and potential new applicants.

I f a Participant violates PJM s credit provisions

Participant will have two business days from notice to cure the violation. If the Participant fails to
cure the violation after two business days, PJM will declare the violating Participant in default, and
will terminate its ability to participate in PJM markets. Notification of defaults are sent to the entire
PJM membership.

PJM establishes and monitors credit requirements on two general levels: long-term and short-term.
The long-term requirement establishes the credit (unsecured or secured) that a Participant must
maintain with PJM. The short-term requirement involves measuring current obligations and
comparing them with a working credit limit to see if current exposure has reached or exceeded a
Participant’s working credit | imit.

PJM also has established special credit provisions for special markets or special activities. Virtual
bidding, RPM, and the FTR markets are each subject to special credit provisions. PJM may carve

out a portion of a Participant’s credit-outdeesor der
not restrict PJM s a bnydblightipns bf the Bamiqiplanyt in événeof defaudt.d i t

Long-term credit requirement ("Peak Market Activity")

The long-term credit requirement is the credit that must be maintained with PJM. For normal
market activity and its associated general obligations, PJM uses historical activity as a measure of
potential future credit needs. Each Participant must have credit with PJM equal to the three highest
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consecutive weeks of total PJM bills in the past 52 weeks (or one or two week period if greater than
thethr ee hi ghest consecutive weeks combined).
FTR-related items on the weekly grid bills will be removed, since that is the subject of a separate
credit requirement explained later. Note, however, that each member must have enough credit to
support such FTR exposure while it is considered current exposure (on a current unpaid grid bill or
accrued but unbilled).

Limited exceptions exist if either PJM believes that prior activity isno longer a reasonable measure
of future activity (such as with permanent load shifts due to state-run load auctions) or the
Participant has entered into a prepayment agreement acceptable to PJM.

For new Participants, PJM works with the Participant to establish an estimated activity level, which
becomes the basis for a credit requirement. At a minimum, PJM requires $50,000 of credit for any
new Participant (other than a generation resource that is only selling in to PJM, or certain demand
response resources) until/unless it demonstrates twelve consecutive months of activity.

Example 1

I f a Participant’s total bills in the
and assuming that all other weeks in the past year were less than $500,000, then the credit
requirement would be $1.6 million —the sum of weeks 2 thru 4 —because they are the greatest three
consecutive weeks in the past 52 weeks. The peak requirement could go up if week 6 has activity
greater than $600,000, or at any time in the future, if the 1-, 2-, or 3-consecutive week activity
exceeds this level. The peak requirement would not drop until those weeks from July and August
roll off during that period in the next year.

Long-Term Credit Requirement Example 1

Week 1
$200,000

Week 2
$800,000

Week 3
($100,000)

Table 1

Week 4
$900,000

Week 5
$100,000

Example 2

I f a Participant’s total
weeks in the past year were less than $300,000, then the credit requirement would be $900,000 —the
single week 3 —because it is greater than any two or three consecutive weeks together.

Long-Term Credit Requirement Example 2

Week 1l Week 2 Week 3 Week 4 Week 5
$100,000 ($200,000) $900,000 ($100,000) $100,000
Table 2

A Participant receiving unsecured credit may make early payments up to three times in a rolling
52-week period in order to reduce its Peak Market Activity for credit requirement purposes.
Payments must be received prior to issuance of the invoice for a given week in order to qualify for
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an imputed reduction in that week. The imputed Peak Market Activity reduction attributed to any
payment may not exceed the amount of Unsecured Credit for which the Participant/Member is
eligible. Note that this provision is currently (July 2009) being considered for a change to allow up
to ten early payments each year.

Example 3

A participant receiving $2 million in unsecured credit from PJM has net invoices owed to PJM
equaling $3 million each in Weeks 1, 2 and 3. Absent any early payments, the participant's Peak
Market Activity would be $9 million from these three weeks alone. The participant may make early
payments of up to $2 million in each of those three weeks and bring its Peak Market Activity down
to an imputed $3 million total. The participant could then provide $1 million of collateral (to
supplement its $2 million of unsecured credit) to meet its credit requirement rather than the $6
million of collateral that would have otherwise been required absent the early payments.

Shortt erm credit requirement (" Current Obligat:i

The short-term credit requirement involves the continual monitoring of activity against available

credit for each participant. PJM establishes a Working Credit Limit for each Participant that equals

85 percent of the Participant’s mar ket credit (cre
The 15 percent reserve provides a buffer for cure periods and for market activity close-out in case of
terminating Participants. At no time may a Partici
obligations plus any unpaid prior month obligations, exceed the working credit limit. If a

Participant's obligations approach its working credit limit, PJM requires either an early payment or

increased collateral in order for the Participant to regain compliance with the policy. A Participant

has two business days to comply. Current obligations include all activity on the invoice, including

FTR activity which is excluded from Peak Market Activity as described above.

Note that even if an early payment is made, additional collateral still may be required if the
Participant’ s Peak Mar ket ridtecredituviailable witixifM.eds it s cu

Virtual bidding

Virtual bidding technically does not create any additional credit requirements beyond the two
general requirements for all activity above. However, virtual bidding may be restricted by the
amount of credit a Participant has available, so some Participants voluntarily provide some
additional credit, which enables them to do more virtual bidding than they could if they established
only the minimum credit requirement.

Virtual bidding credit requirements are applied in two separate screens.

Market Activity Review

PJM reviews every market Participant that submits increment (Inc) and decrement (Dec) bids into
PJ M’ s-Alead¥nergy Market. The bids/offers that are submitted each day but are not cleared
are multiplied by a reference price and summed. If the total resulting value for any two consecutive
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days of such bids exceeds the Participant’ s total
credit set-aside), then the bidder is subject to virtual bid screening (see below).

This provision was established because, while bids that are cleared are already being duly included

in weekly obligations and are contributing as appr
that manner, bids that do not clear represent a potential credit exposure that is not measured by the

regular credit process. The comparison against total credit is simply a measure of the magnitude of

this potential exposure relative to the Participa

Virtual bid screening

For market Participants subject to virtual bid screening, all submitted virtual bids are screened as

follows. First, all submitted day-ahead bids, plus all cleared day-ahead bids for the prior three

days, are multiplied by a reference price (defined below). Second, the calculation is repeated using

current submitted bids plus one prior day of submitted bids. If the resulting dollar value of the

l esser of those two calculations exceeds a Partici
bids are rejected.

Reference prices

Reference prices for virtual bids are calculated separately for each location on the PJM grid. The
year is divided into six two-month periods (January-February, March-April, May-June, July-
August, September-October and November-December). For each period, the absolute value
difference between the cleared day-ahead price and the actual real-time price for each hour in each
day during that period in the previous year is calculated. (There will be 1,488 such hourly values for
each location in July-August.) Those values are then ranked, and the 97th percentile value (e.g. the
~44th highest for July-August) is chosen as the reference for that location. Reference prices are
applied to the bid locations with which they are associated, so bids at different locations will be
multiplied by different reference prices.

Credit available for virtual bidding

“Credit available for virtual bidding” is a Parti
special set-asides (e.g. FTR auction), less any current obligations to PJM (e.g. unpaid prior month
plus unbilled current month), |l ess 15 percent of

mar ket activity (see expl anat i o-ermocfeditwequirkniemtg” cr e di
above), plus any unbilled profits to date in the current month.

Financial Transmission Rights

Participants that only self-schedule Auction Revenue Rights (ARRs) into FTRs in the annual auction
each year will normally not need to establish credit for that activity; however, it is highly
recommended that they discuss this issue with a PJM credit representative. Credit requirements
explained here will only impact Participants actually bidding in the FTR auctions.
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Establishing credit for FTR activity

Each Participant wishing to bid in any FTR Auction must establish ahead of time a credit limit

specifically for its FTR activity at a level that is appropriate for the bidding it will undertake. Credit

for participation in any o fortddByMdllaterak unfecukkdiceeditiso n's mu s
not available for FTR participation. Credit can be established through the posting of cash collateral

and/or the issuance of a Letter of Credit. Those arrangements are made (preferably at least two

weeks prior to the auction) with the PIM credit staff, which will communicate them to the FTR

auction personnel. Participants may arrange with PJM to increase their credit at any time during an

auction. PJM will endeavor to make such credit available as soon as possible, but Participants are

advised against waiting until the auction begins, because PJM will not guarantee availability of

credit after the auction begins.

A single FTR credit limit is established for each Participant, and is used to cover the credit
requirements arising from that Participant's total FIR activity, whether in or from an annual
auction, a Long-term FTR auction, a Balance of Planning Period (BOPP) auction, or the subsequent
year's Annual and/or BOPP auctions, to the extent that credit obligations overlap across years. After
amember establishes FTR credit at the member level, it may then allocate portions of that credit to
subaccounts; however, it is the responsibility of the member to make such a request in clear and
timely fashion so that all updates can be made.

Calculating FTR credit requirements

All FTRs bid for, or purchased through FTR Auctions have a credit requirement. The FTR Credit
Requirement is calculated on a portfolio basis, allowing netting of cleared FTR requirements.

Thecreditre qui r ement for a Participant’'s FTRs is cal cul
value is calculated for each FTR path for which a bid is submitted. The value is a weighted average
of the past three calendar years' prices (weighted 50% last year, 30% prior year, 20% two years
prior). Step 2: The historical value is adjusted by 10% in order to provide some protection against
year-to-year changes in value. The adjustment is a reduction for positive historical values and an
increase in magnitude for negative historical values. Step 2a: For options only, a further adjustment
is made as follows: if the option is a buy and the historical value is less than zero, it is set to zero; if
the FTR is a sell and the historical value is greater than zero, it is set to zero. Step 3: the adjusted
historical value of each FTR is subtracted from the total price for that FTR for each month. Step 4:
[performed during an open auction but not after the auction is cleared] any individual monthly
values less than zero are set to zero for that FTR. Step 5: all of the individual monthly values across
all FTRs are added together within each month to come up with a monthly subtotal. Step 6: ARR
dollar credits are subtracted from the credit requirement subtotal each month. Step 7: all of the
individual positive monthly subtotals are added to form a credit requirement (negative monthly
subtotals are discarded). Step 8: During the clearing process for each auction or auction round, a
check is done for undiversified portfolios, and an additional credit requirement is assessed; see
Undiversified Credit Requirement below.

When bids are submitted into an auction, the credit requirement for the resulting portfolio
(including all cleared FTRs and all FTRs previously submitted into the auction) is calculated.
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(Participants may submit bids in multiple groups during each auction or auction round.) If the
credit requirement including the newly submitted bids exceeds the FTR credit available, then that
set of bids is rejected, otherwise it is accepted into the auction. Note that if a set of bids is rejected,
all bids in previously-accepted submittals are retained in the system because they had not caused
the portfolio to exceed the FTR credit limit; only the current set of bids that would have caused the
credit limit to be exceeded is rejected.

The calcul ations above are applied to bids using e
that each bid could clear at its respective price. A situation can arise, however, in which a

participant submits multiple bids for the same FTR (same location and time) but at different prices.

In this case, it impossible for all bids to clear at their respective bid prices since if the cleared price

matches the highest bid, then only that one bid will clear, and if the cleared price matches the

lowest bid, then all bids will clear, but at the same low price, not their individual bid prices. Prices

in the middle will cause different combinations of bids to clear. Atsome cleared price is a point at

which the maxi mum possible cleared credit requirer
“stacked bids” and adjusts the bid credit require
requirement that could occur is incorporated intotheparti ci pant ' s bid credit req
amount that would be calculated by considering each FIR alone.

As each auction (or auction round for the annual auction) is completed, the credit requirement is
recalculated to include only those FTRs that cleared the auction (FTRs that the Participant won) and
to include the actual clearing price for those FTRs, rather than the bid price.

Undiversified FTR Credit Requirement

As each auction or auction round is cleared, PJM will undertake a diversification test of each
participant’'s portfolio as foll ows: Step 1: PJM
auction or auction round. Step 2: For each month, PJM will calculate the net clearing cost (price *

MW * hours) for each ip imeudingbotipmeviduslgcledreal FIRS andotler t f o |
tentatively cleared FTRs. Step 3: For each company that has a net negative clearing cost in a given

month, PJM will increment the FTR Credit Requirement for that month by an additional
Undiversified Credit Requirement of either 2x the net negative clearing cost or 3x the net negative

clearing cost as determined by the next step. Step 4: PJM will analyze each month with a net

negative portfolio against a set of pre-posted planned system outages to see if the portfolio would

be negatively impacted by any of the outages. If the portfolio would be negatively impacted, then

the additional Undiversified Credit Requirement will be 3x the net negative clearing cost. If it

would not have been negatively impacted, then the additional Undiversified Credit Requirement

will be 2x the net negative clearing cost. Step 5: PJM will compare the resulting total credit
requirement of each member against its FTR Credit Available. If the total FTR Credit Requirement

exceeds the FTR Credit Available for any Participant, then PJM will issue a collateral call to each

such Participant. If the collateral call is not satisfied within one business day, then all of the
Participant’s bids and of f er stheanction cldaringsolatiorci4d i on ar
rerun. Step 6: These steps may be repeated if needed in order to result in a cleared solution for

which all participants have the required credit in place.
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Long-term FTR credit recalculation

I n conjuncti on aWupddte ofPhistdricsl actvityn that is used in FIR credit

requirement calculations, PJM will recalculate the credit requirement for long-term FTRs annually,

and will adjust the Participant’s credit cadleifgui r e me
requirements increase.

Close-out and liquidation

If a participant holding FTR positions defaults at PJM, PJM may close-out and liquidate its FTR
portfolio.

Release of FTR credit requirements

Credit requirements for FTRs are recalculated everymonth af t er the pri or mont h’
calculated and the monthly values incorporated into the PJM credit system. Any FIR credit no
longer needed may be released upon request by the Participants.

Participants may ask for unsecured credit from PJM, which may or may not be granted as explained
in this section.

Guaranties

Participants may provide a PJM-approved corporate guaranty from a creditworthy entity to
establish credit with PJM. If a Participant supplies such a guaranty, then PJM will perform the
unsecured credit analysis on the guarantor instead of the Participant. A domestic guarantor need
not be an affiliate of the Participant.

Guaranties must be in PIJM s standard form (avail at
or other acceptable demonstration of authority. Any requested modifications to the form must be
specifically approved by PJM counsel prior to acceptance.

Canadian and other foreign guaranties may be accepted under the following specific conditions.

Foreign Guaranties

A Foreign Guaranty is a Corporate Guaranty thatis provided by an Affiliate entity thatis domiciled
in a country other than the United States or Canada. The entity providing a Foreign Guaranty on
behalf of a Participant is a Foreign Guarantor. A Participant may provide a Foreign Guaranty in
satisfaction of part of its credit obligations or voluntary credit provision at PJM provided that all of
the following conditions are met:

PJM reserves the right to deny, reject, or terminate acceptance of any Foreign Guaranty at any time,
including for material adverse circumstances or occurrences.
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a. A Foreign Guaranty:

i Must contain provisions equivalent to those
Foreign Guaranty with any modifications subject to review and approval by PJM
counsel.

ii. Must be denominated in US currency.
iii. Must be written and executed solely in English, including any duplicate originals.

iv. Wi ll not be accepted towards an Applicant/ P
Allowance for more than the following limits, depending on the Foreign
Guarantor's credit rating:

Maximum Accepted Maximum Accepted
Rating of Foreign Guaranty if Country Guaranty if Country
Guarantor Rating is AAA Rating is AA+
A- and above USD50,000,000 USD30,000,000
BBB+ USD30,000,000 USsD20,000,000
BBB UsD10,000,000 USsD10,000,000
BBB- or below USD 0 USD 0

v. May not exceed 50% of the Participant total credit, if the Foreign Grantor is rated
less than BBB+.

b. A Foreign Guarantor:

i. Must satisfy all provisions of the PIM Credit Policy applicable to domestic
Guarantors.

ii. Must be an Affiliate of the Participant.

iii. Must maintain an agent for acceptance of service of process in the United States;
such agent shall be situated in the Commonwealth of Pennsylvania, absent legal
constraint.

iv. Must be rated by at least one Rating Agency acceptable to PJM; the credit strength of
a Foreign Guarantor may not be determined based on an evaluation of its financials
without an actual credit rating as well.

v. Musthave a Senior Unsecured (or equivalent, in PJM's sole discretion) rating of BBB
(one notch above BBB-) or greater by any and all agencies that provide rating
coverage of the entity.
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vi. Must provide financials in GAAP format or other format acceptable to PJM with
clear representation of net worth, intangible assets, and any other information PJM
may require in order to determine the entit

vii. MU s t provi de a Secretary’s Certificate ce
Resolutions:

1. Authorizing and approving the Guaranty; and

2. Authorizing the Officers to execute and deliver the Guaranty on behalf of the
Guarantor.

viii.Must be domiciled in a country with a minimum long-term sovereign (or
equivalent) rating of AA+/Aal, with the following conditions:

1. Sovereign ratings must be available from at least two rating agencies acceptable
to PIJM (e.g. S&P, Moody’'s, Fitch, DBRS).

2. Each agency’s sovereign rating for the dc¢
lowest of: country ceiling, senior unsecured government debt, long-term foreign
currency sovereign rating, long-term local currency sovereign rating, or other
equi val ent measures, at PIJM s sole discre

3. Whether ratings are available from two or three agencies, the lowest of the two
or three will be used.

ix. Must be domiciled in a country that recognizes and enforces judgments of US
courts.

X. Must demonstrate financial commitment to activity in the United States as
evidenced by one of the following;:

1. American Depository Receipts (ADR) are traded on the New York Stock
Exchange, American Stock Exchange, or NASDAQ.

2. Equity ownership worth over USD100,000,000 in the wholly-owned or majority
owned subsidiaries in the United States.

xi. Must satisfy all other applicable provisions of the PJM Tariff and/or Operating
Agreement, including this Credit Policy.

xii. Must pay for all expenses incurred by PJM related to reviewing and accepting a
foreign guaranty beyond nominal in-house credit and legal review.

xiii.Must, at its own cost, provide PJM with independent legal opinion from an
attorney/solicitor of PJM' s choosing and |
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and/ or Guarantor’'s domicil e, in form
discretion, confirming the enforceab i | i ty of the Foreign
legal authorization to grant the Guaranty, the conformance of the Guaranty,
Guarantor, and Guarantor's domicile to all of these requirements, and such other
matters as PJM may require in its sole discretion.

Canadian Guaranties

A Canadian Guaranty is a Corporate Guaranty that is provided by an Affiliate entity that is
domiciled in Canada and satisfies all of the provisions below. The entity providing a Canadian
Guaranty on behalf of a Participant is a Canadian Guarantor. A Participant may provide a
Canadian Guaranty in satisfaction of part of its credit obligations or voluntary credit provision at
PJM provided that all of the following conditions are met.

PJM reserves the right to deny, reject, or terminate acceptance of any Canadian Guaranty at any
time for reasonable cause, including adverse material circumstances.

a. A Canadian Guaranty:

i Must contain provisions equivalent to
Foreign Guaranty with any modifications subject to review and approval by PJM
counsel.

ii. Must be denominated in US currency.
iii. Must be written and executed solely in English, including any duplicate originals.
b. A Canadian Guarantor:

i. Must satisfy all provisions of the PJM Credit Policy applicable to domestic
Guarantors.

ii. Must be an Affiliate of the Participant.

iii. Must maintain an agent for acceptance of service of process in the United States;
such agent shall be situated in the Commonwealth of Pennsylvania, absent legal
constraint.

iv. Must be rated by at least one Rating Agency acceptable to PJM; the credit strength
of a Canadian Guarantor may not be determined based on an evaluation of its
financials without an actual credit rating as well.

v. Must provide financials in GAAP format or other format acceptable to PJM with
clear representation of net worth, intangible assets, and any other information PJM
may require in order to determine the entity's Unsecured Credit Allowance.
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vi. Must satisfy all other applicable provisions of the PJM Tariff and/or Operating
Agreement, including this Credit Policy.

Rated entities

PJM first uses published senior unsecured debt ra
Investors Service and Fitch Ratings when calculating unsecured credit.

If no published senior unsecured rating exists, PJM considers other ratings in the following order to
impute an equivalent senior unsecured rating. Note that this methodology is a guideline
established to mirror the rating PJMgvéllmuodify she ¢ o mmo
guidelines as appropriate to reflect actual rating agency practices. For example, on August 3, 2009,
Moody’'s issued a statement documenting their new p
two notches above senior unsecured debt (rather than one notch). PJM will, therefore, typically
notch down Moody’' s senior unsecured debt ratings f
notch as is done for other agencies’ senior secur

1) The lower of:
' One notch below the senior secured debt rating, if any, and
1 One notch above the preferred stock rating, if any, and

1 One notch below the corporate or issuer rating, if any, when there exists senior
secured debt that (1) is rated higher than the corporate or issuer rating and/or (2)
comprises a significant portion of the total debt

Except that if the resultant implied rating is lower than the preferred stock rating, the
preferred stock rating will be used instead

2) In the absence of any other usable rating, the corporate or issuer rating.
3) Other such rating as PJM, at its sole discretion, may deem equivalent to senior unsecured
debt.

Except as noted below for BBB-/CW-, if all ratings are investment grade (BBB- or above) but split
between two or more ratings, PJM will use the average of the ratings. In the case of split ratings
with no clear average, PIM will “round down?"”.

If any rating is at BBB- and is on credit watch negative status (BBB-/CW-), then the used rating will
not exceed BBB-/CW-, regardless of how high the ratings from other agencies may be.

I f any of the three rating agencies rate-sorit he Par
PIJM' s i mputed equivalent senior unsec urstleednor ati ng
unsecured credit will be granted to that Participant.
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PJM will consider a published rating from one agency to take precedence over imputed ratings
from other agencies, provided the actual agency ratings are not inconsistent.

Example 1: All three agencies publish an issuer rating of BBB-/Baa3 for a company that has

significant senior secured debt. Moody’' s al s
rating of Baa3, the same as the issuer rating.
unsecured rating, llyPndpie asratimg@iBB+fBaal, ovhidh & one notch

down from the i ssuer rating. However, i n t h

equivalent senior unsecured rating of Baa3, because it is published, and the actual ratings of
the other agencies (BBB-issuerr at i ng) are consistent with Moody

Example 2: Same as above except S&P publishes an issuer rating of BB+. Even though

Moody's publishes an equivalent senior unsecutl
rating of BB+isinconsist ent wi th the Baa3 issuer rating of
rating of BB from S&P, which would take precedence over the Baa3 published rating of

Moody ' s.

Unsecured credit may be withdrawn or withheld if material adverse conditions exist, even if all
ratings are still at or above BBB-.

Ratings are converted to a credit score according to Table 3 below, with the Credit Watch (CW)
scores added to or subtracted from the base score, if applicable.

Rated Entities Credit Scores

Rating Score CW- CW+
AAA 100 -1.0 0.0
AA+ 99 -1.0 0.0
AA 99 -1.0 0.0
AA- 98 -1.0 0.0
A+ 97 -1.0 0.0
A 96 -2.0 0.0
A- 93 -3.0 1.0
BBB+ 88 -4.0 2.0
BBB 78 -4.0 2.0
BBB- 65 -4.0 2.0
oo and 0 0.0 0.0
Table 3
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Unrated entities

Unrated entities may provide audited financials for PJM review. If the financials pass PJM review
with a score of 51 or better, then some unsecured credit may be granted. PJM's credit scoring
algorithm currently uses six financial factors and one non-financial factor to determine a credit
score as shown in Table 4 below. The actual tables used in the scoring algorithm are included as
Appendix 1.

Unrated Entities Credit Scores

Factor Range of values Sacr?g;z Type

Interest Coverage Ratio <-10to >2.5 0-21 Multi-linear

Debt Service Coverage Currently O

Total Debt to TNW* <0 to >21 23100 Linear

Total Debt to EBITDA? <-8to 0to>9 Oto14to0 Logarithmic

STD? to Capital Currently 0

Free Cash Flow to Total Debt <-4t0.4t0>2.0 [0to61t013.5 Bilinear

Cooperative/Municipality Yes/No 0,10, 15 Individual
Table 4

The credit scoring algorithm may be updated as PJM deems appropriate including the addition or
removal of individual factors.

Credit allowed

Unsecured credit is granted as a percent of tangible net worth (TNW). The tangible net worth factor
is calculated as follows:

TNW% =2.5% * (Score-40)/60, with a zero factor being applied to scores of 50 or below.

A dollar cap is placed on unsecured credit granted to any individual entity according to Table 5.

Unsecured Credit Caps

Tangible Net Maximum Unsecured
Credit Score Worth Factor Credit Allowance
(%) ($ million)

91-100 2.125 - 2.50% 50

81-90 1.708 - 2.083% 42

71-80 1.292-1.667% 33

61-70 0.875 - 1.25% 7

51-60 0.458 - 0.833% 0-2
50 and Under 0 0

! tangible net worth

2 earnings before interest, taxes, depreciation and amortization

3 short-term debt

Version 1.2d August 5, 2009

© 2005-2009 PJM Interconnection 14



Table 5

Documentation

On an ongoing basis, all Participants receiving unsecured credit are required to provide PJM with
their audited annual financial statements. Participants may indicate to PJM that financials are
available on EDGAR (the Security and Exchange Commission's Electronic Data Gathering, Analysis
and Retrieval system) in which case PJM will retrieve them directly.

Material adverse conditions

PJM may reject or revoke unsecured credit for any Participant if a material adverse condition
manifests itself. Such conditions may include a credit rating downgrade, being placed on credit
watch status or other events.

Secured credit is accepted in two forms: letters of credit (L/C) and cash deposits. When a

Participant withdraws from PJM, PJM wil|l return tr
it is no |l onger needed. PJ M may hol dlisgperied of t he
that includes the 90t day following the withdrawal notice, in order to cover billing true-ups.

Letters of credit

L/ Cs must be issued wusing PJM' s standard form ( a

approved by PJM counsel prior to acceptance. PJM highly recommends that any new L/C be sent to
PJM in final but unexecuted form for review prior to issuance, so that PJM may review both the L/C
and the bank for acceptability.

An L/ C must be issued by a dome'$drbetter Hyallhagencieh at i s
which rate it. A domestic branch of a foreign bank may also issue an acceptable L/C as long as the
domestic branch itself has the requisite rating.

Cash deposits

Cash collateral received by PJM is deposited into special interest-bearing deposit accounts separate

from other PJM funds. Interest accrues daily, though funds received late in a day may not receive

interest that day. Interest may be returned monthly to those participants that enter into a pre-

established agreement with P J M. Each Participant’'s cash deposit
Participants’ cash deposits. PJM must have all t h
identification number) to set up the account. Although collateral may satisfy the Participant " s cr edi t
requirement when received, interest cannot accrue until the account is properly set up.
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Although allocation of a default is not a credit requirement, questions about default are often asked
in conjunction with other credit questions, so it will be described here briefly. Default allocation is
addressed in section 15.2 of the Operating Agreement on sheets 50-51.

If there is a payment default by a Participant, two events may take place.

1. First, in the payment cycle in which the default occurs, recipients of payments from PJM

that month may be “short paid” by the tot

each Participant individually is short paid in direct proportion to its share of payments
otherwise scheduled to be received.

2. Second, after any collateral has been considered, the membership of PJM is billed the total
amount of the remaining default according to the default allocation assessment described in
section 15. Of the Operating Agreement and summarized below. Payment recipients who
were short-paid at the time of default are likewise credited with the payment shortfall from
that month.

Default allocation assessment

The actual default allocation assessment is calculated as follows:

Per-capita assessment

Ten percent of the default is allocated to the membership on a per-capita basis to those entities that
are members as of 5:00 p.m. on the date the default is declared.

For example, if there were 500 members on January 23, 2009%, then each one would receive
1/500 of 10 percent, or 0.02 percent of a default by another member on a December 2008
invoice. Because certain special memberships and certain municipalities may be exempt
from the default allocation, the applicable membership count may be slightly smaller than
that posted on membership lists.

Every non-exempt member regardless of voting privileges or affiliation receives a per-capita
assessment.

For example, a family of affiliated companies that has one voting member plus another four
affiliates that are each PJM members would receive five individual per-capita assessments.

Per-capita assessments are capped at $10,000 per individual member per calendar year, with any
excess being re-allocated using the gross activity allocation method below. Calendar years are
measured according to the months of activity for which a default occurred. For example, if a
participant failed to pay its December 2008 bill when due on January 20, 2009, that default would be
counted as a 2008 default, not a 2009 default, since the activity occurred in 2008.
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* The December 2008 invoice was due on January 20, and would be declared a default if not paid
three days later, January 23. Please note that the default cure period has been shortened to two days
from three. Please also note that under weekly invoicing, instituted June 1, 2009, the invoice
periods are weekly, rather than monthly, but the examples here are still relevant.

Activity assessment

Ninety percent of the default would be alditpcated

over the past three full months.

For example, a default on the February 20 payment for January activity would use
November through January bills for measuring member activity. Gross activity each month
for this purpose is measured by taking the absolute values of every charge and every credit
on that month’s bill . -mdraH adjesenenssrare mdda Keon
month adjustments on any given bill are not included in the calculation.

Default allocation assessment example

1 Member A has one line item on its bill: a $500,000 credit for selling into the market.
1 Member B has one line item on its bill: a $500,000 charge for buying from the market.

' Member C has two line items on its bill: a $500,000 day-ahead spot market credit for
selling into the market and a $500,000 balancing spot market charge for buying from the
market.

Members A and B would receive the same default allocation assessment. Member C would receive
twice the Activity Assessment of either A or B, even though its net bill is zero, because it engaged in
twice the activity of the other two members. The Per-capita Assessment would be the same for
each.

Although not part of the credit policy document itself, this issue is relevant to credit discussions
and so is included here. On December 2, 2008, PJM filed with the FERC a request to change portions
of the Operating Agreement to clarify that Internal Bilateral Transactions (IBT), which are
effectively a notification to PJM of an external bilateral between two parties, are considered non-
pool transactions, and the parties to the transaction will indemnify PJM for performance under the
transaction. In an IBT, PJM is performing a service to the parties through recognizing the sale and
subsequent transfer of title to the energy involved, which results in an invoice credit to the buyer
and a debit to the seller. If, however, a seller in a bilateral defaults on an invoice payment
obligation to PJM, then the buyer must indemnify PJM for the value it had been credited for the
bilateral. PJM may either remove the credit related to that transaction from the invoice payment
due the buyer, or invoice the buyer subsequently for the dollar amount involved.
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The PJM credit scoring algorithm for unrated entities currently uses four separate financial ratios
and one non-financial metric to calculate a credit score. The PJM credit scoring algorithm may be
modified by PJM at any time to reflect recalibration analysis, new credit metrics, or other relevant
changes as PJM deem appropriate.

Debt/Equity Ratio

ThlTotalDebtToTNW
K Ratio Score
T (99,999,999.00) 0.00
*o. 0.00 23.00
o, 0.50 22.45
*,
AR 1.00 21.90
1.20 21.68
1.40 21.46
1z !.III |.I|| 1:.I|| . 160 2124
1.80 21.02
2.00 20.80
3.00 19.70
4.00 18.60
5.00 17.50
6.00 16.40
7.00 15.30
8.00 14.20
9.00 13.10
10.00 12.00
11.00 10.90
12.00 9.80
13.00 8.70
14.00 7.60
15.00 6.50
16.00 5.40
17.00 4.30
18.00 3.20
19.00 2.10
20.00 1.00
21.00 0.00

= Total debt (on and off balance sheet) / TNW
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Interest Coverage Ratio

TblinterestCoverage
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=EBIT(Earnings before interest, taxes & rent)/(interest

+ rent)

Earnings Coverage Ratio

Ratio
(99,999.00)
(10.00)
(8.00)
(6.00)
(4.00)
(2.00)
0.00
0.50
1.00
1.50
2.00
2.50
3.00
3.50
4.00
4.50
5.00
6.00
7.00

Score
0.00
2.00
4.00
6.00
8.00

10.00

12.00

14.00

16.00

18.00

20.00

21.00

21.00

21.00

21.00

21.00

21.00

21.00

21.00

ThlTotalDebtToEBITDA

* .

[EEXTT] [EXT] 2.0

i

nn 1111
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Ratio
(999.00)
(10.00)
(9.00)
(8.00)
(7.00)
(6.00)
(5.00)
(4.00)
(3.00)
(2.00)
(1.00)
0.00
1.00
2.00
3.00
4.00
5.00

Score
0.00
0.00
0.00
4.21
6.68
8.43
9.79

10.89

11.83

12.64

13.36

14.00

13.36

12.64

11.83

10.89
9.79

© 2005-2009 PJM Interconnection

19



=Total debt (on and off balance sheet) / EBITDA
(EBIT above + depr & amort)

Cash Flow Coverage Ratio

=Free Cash Flow (net income + depr&amort+
changes in WC - capital exp - dividends) / Total
debt

Municipalities and Cooperatives

Municipal or Government-Controlled Entity
Cooperative

Version 1.2d August 5, 2009

6.00
7.00
8.00
9.00
10.00

8.43
6.68
4.21
0.00
0.00

TblFreeCashFlowToTotalDebt

Ratio
-10000000
-0.50
-0.40
-0.30
-0.20
-0.10
-0.08
-0.06
-0.04
-0.02
0.00
0.10
0.20
0.40
0.60
0.80
1.00
1.20
1.40
1.60
1.80
2.00

Score
0.00
0.00
6.00
6.30
6.60
6.90
6.96
7.02
7.08
7.14
7.20
7.50
7.80
8.40
9.00
9.60

10.20

10.80

11.40

12.00

12.60

13.20

Muni or Coop

Score

Municipality
Cooperative

15
10
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