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ALLEGHENY ENERGY (AYE)

Ratio Matters

CONSTELLATION ENERGY {CEG)

When the Book to Price

affected by the financial crisis in October 2008. It is a company

whose business ratios are strong but their price ratios are not.

This attracted the interest of Berkshire Hathaway plus it signals the
presence of a source of risk not captured in traditional models such as
CAPM but instead captured by the Book to Price ratio.

C onstellation Energy Group, Inc. (NYSE:CEG) was significantly

In the following two plots, we plot the ROE and P/E ratio of CEG and its
competitors. CEG is plotted in light blue, and the competitors are
American Electric Power (AEP), plotted in green, Duke Energy Corporation
(DUK) in yellow, and Alleghany Energy in purple.

As you can see, CEG has a P/E Ratio that is much lower than its
competitors but a much more favorable ROE. In this study, we will apply
the principles of financial statement analysis to understand why.
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Background

CEG was significantly affected by the financial crisis in October 2008. This
is explained in their 2010 10-K Item-1, as follows.

“Constellation Energy is an energy company that includes a merchant energy business and
BGE, a regulated electric and gas public utility in central Maryland.

Our merchant energy business is primarily a competitive provider of energy-related
products and services for a variety of customers. It develops, owns, owns interests in, and
operates electric generation facilities located in various regions of the United States. Our
merchant energy business also focuses on serving the energy and capacity requirements
(load-serving) of, and providing other energy products and risk management services for,
various customers.

BGE is a regulated electric transmission and distribution utility company and a
regulated gas distribution utility company with a service territory that covers the City of
Baltimore and all or part of 10 counties in central Maryland. BGE was incorporated in
Maryland in 1906.

On November 6, 2009, we completed the sale of a 49.99% membership interest in
Constellation Energy Nuclear Group LLC and affiliates (CENG), our nuclear generation and
operation business, to EDF Group and affiliates (EDF) for total consideration of
approximately $4.7 billion ($4.5 billion at close plus expense reimbursements). Our
remaining 50.01% investment in CENG is an integral part of our nuclear business.

In connection with closing the transaction with EDF, we and EDF agreed to comply with
certain conditions contained in an order from the Maryland Public Service Commission
(Maryland PSC). We discuss these conditions in detail in Item 7. Management's Discussion
and Analysis—Business Environment—Regulation—Maryland.

Prior to 2009, our merchant energy business included significant trading operations and
an international commodities operation and grew rapidly. As that business grew, so too did
its need for capital, particularly to fund the business’ collateral requirements. We had
previously met these collateral requirements through the use of cash and lines of credit, and
we believed that we could meet any unexpected short-term capital needs by maintaining a



E2010 OF Finandal Trading Svstem

significant amount of available liquidity, primarily from our unused credit facilities.
Furthermore, by maintaining an investment grade credit rating, we believed we would
continue to be able to access the capital markets if additional liquidity needs arose.

Therefore, as a capital- and asset-intensive business, Constellation Energy was
significantly impacted by the events in the financial and credit markets during 2008. To
address the liquidity issues arising from the credit and market events of 2008, we explored a
series of strategic initiatives to improve our liquidity and reduce our business risk. During
2009, we completed transactions to sell our international commodities operation, our gas
trading operation, our shipping joint venture, and our uranium market participant. These
transactions helped improve our liquidity and reduce our business risk and resulted in
substantial changes to our business in 2009. We discuss these transactions in more detail in
Note 2 to Consolidated Financial Statements. “

Competitor Analysis

To start the analysis, launch Valuation Tutor and download the current
FTS dataset:

1} FTS Valuation Tutor

File  Edit Datasets Options Help

Download Cument FTS Dataset Select Subset of Stocks

JOIYN I= =i
Open Saved Dataset

Free Cash How Model
Accounting Valuation Models Selections not complete
Distressed Rmy/Option Based Model

After the dataset has been read in, select CEG as the stock to analyze. The
easiest way to do this is to find CEG as shown here:
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13 FTS Valuation Tutor

File | Edit | Datasets Options Help

Copy Selection
t )l Select Subset of Stocks

Copy All

MMM
Copy Field Mames ( )

Copy Stock Names

Copy Mames Only of Selected Stocks

7 o

Copy Tickers

Di Find Stock
|'1

- EEIEE

Selections not complete

- 8-+ I+ B I+

fsfully

Ticker begins with CEG

Search Stock Mames | C,  Find First Occurrence |

@ Search Tickers | Find Mext - |

Click “Find Next” and you will see CEG listed at the top of the list of stocks:

5 Valuation Tutor

File  Edit Datasets Options Help

Download Curment FTS Dataset - Select Subset of Stocks
Select Stock to Analyze [ COMNSTELLATION ENERGY (CEG) -

Dividend Model

Free Cash How Model

Accounting Valuation Models Selections not complete
Distressed Fmy/Option Based Model

In the information system at the bottom, click on Profile and then
competitors to see the direct competitors of CEG:
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G - G0 O ) [ e e T
utuer DuUKk
Options Competitors Get Competit
Historical Prices
CHARTS Direct Competitor Comparison
Interactive CEG AYE AEP DUK Industry
Basic Chart Market Cap: 6.61B 4.18B 17.23B 23.20B 1.74B

Having found the competitors, we will make our subset of stock these four
companies, as follows.

First, click on the button Select Subset of Stocks

B 1 Vauation i

Eile  Edit Datasets Options Help

Download Cument FTS Dataset b

"M Select A Subset of Stot

All stocks are listed. Click on the dropdown next to "Select View' to make your selections

SelectView | View Al Stocks | IEer——
[ vJ

Make Selections lSelections... VI

[ Accept J[ Cancel |

Type in the tickers as shown: CEG, AYE, AEP and DUK. Then, press Enter
or click on Accept. Now CEG and its three competitors are easily accessed:

T FTS Valuation Tutor_ T

File  Edit Datasets Options Help

Download Cument FTS Dataset - Select Subset of Stocks
Select Stock to Analyze QCONSTELLATION ENERGY (CEG)

ALLEGHENY ENERGY (AYE)
AMERICAN ELECTRIC POWER (AEF
CONSTELLATION EMERGY (CEG
DUKE ENERGY CORP. (DUK)

Under Financial Statement Analysis click on Price Ratios:
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B Fnancial Statement Analysis
B Business Hficiency
Fundamental Growth
= Analyzing ROE
DuPont Ratios
DuPont Burden Analysis
= Analyzing Profitability
Profitability Ratios
B Analyzing Asset Tumower
Liquidity
Working Capital
Operating Leverage and Cay
B Analyzing Rnancial Leverage
Debt Ratios
Degree of RAnancial Leverac
Degree of Total Leverage
Altman Model
=- Price Ratios
Price to Eamings
Price to Sales
Price to Book
Price to Cash Ratios

Then above the calculator, click on the button Calculate for All:

n FT5 Valuation Tutor
File Edit Datasets Options Help

Download Cumrent FTS Dataset * B Select Subset of Stocks
Select Stock to Analyze [ CONSTELLATION ENERGY (CEG)

Eamings Per Share
Financial Statement Analvsis: PP B

This will compute a P/E Ratio analysis for CEG and its immediate
competitors:

Calculate
Export to Excel Paste from Excel

B Anancial Statement Analysis

B Business Hficiency
Fundamental Growth

T— ——
é Financial Statement Analisis;Prl'ce Ratios;Price to Earnings

i Edit  View Options
 Table | Charts I Comparisons | Two Fields|

Stock Bisitemmy et Pice/EEPS) o FEEG Bet
106283 2.20000 11,1909 20439 2.1521 0.83
AMERICAN ELECTRIC POWER (AEF)  12.6332 3.20000 112313 24295 21593 055
CONSTELLATION ENERGY (CEG) 14809 3.42000 9.5731 02848 1.8410 1.0
DUKE ENERGY CORP. (DUK) 21.4189 1.34000 12.1269 41190 25244 0.44
4
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To view these graphically, click the Charts tab and then select Price to
Earnings Ratios and click Plot to get our first chart:

SelectFieldto Piot | |Priceto Eamings Retio - Plot ]

ALLEGHENY ENERGY (AYE) CONSTELLATION ENERGY (CEG)

This reveals a very low P/E ratio for CEG (DUK yellow, AEP Green).

This analysis can immediately be compared to the ROE Analysis. On the
main screen, select DuPont Ratios:

FTS Valuation T

File Edit Datasets Options Help

Download Cument FTS Dataset = B Select Subset of Stocks
Select Stock to Analyze [ CONSTELLATION ENERGY {CEG)

B Financial Statement Analysis
B Business Hficiency
Fundamental Growth Financial Statement Analysis;
= Analyzing ROE Business Efficiency;

i Malwlmﬂgi?)&; DuPont

Clcuote for Al
Export to Excel Paste from Excel

Market Price 32.150

Total Assets 117.14
Sales 77.610

Net Income 22 40609

Then click on the button Calculate for All and then select Charts and plot
Return on Equity:
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Edit  View Options

Select FieldtoPlot | Retum an Equiy -] [_Pa__]

ALLEGHENY ENERGY (AYE) CONSTELLATION ENERGY (CEG)

The P/E Ratio and ROE graphs show you the apparent contradiction. From
a business ratio perspective CEG looks strong but from a market ratio
perspective CEG looks weak. The objective of this exercise is to apply
concepts introduced in chapters 2-3 of Valuation Tutor to understand why.

Decomposing ROE

We start by looking at ROE: what is making it so high? To answer this, we
will conduct a DuPont burden analysis. This permits ROE to be broken
down into drivers that are related to the major firm decisions, in particular
the investment and financing decisions. A common method for boosting
ROE relative to Return on Assets (ROA) is to carry high levels of financial
leverage. This in turn will imply higher levels of risk and all other things
being equal lower stock prices. So at first, glance we would like to see
whether this explains the apparent contradictory ROE and P/E ratio
graphs.

So select DuPont Burden Analysis:
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FT5 Valuation Tutor

File Edit Datasets

Options

Download Current FTS Dataset - Select Subset of Stocks
Select Stock to Analyze

B Fnancial Statement Analysis
B Business Hficiency

Help

Calculate for All
Pase o Excel

4

CONSTELLATION ENERGY {CEG)

Financial Statement Net Income .
= Amalyzing ROE Efficiency; Analyzing -

DuPont Ratios ROE; EjuPIc:nt_ Burden EBIT 39.008
DuPont Burden Analysis ralysi 77610

- Amalyzing Profitability
Analyzing Asset Tumover

- Analyzing Financial Leverage
Degree of Total Leverage

Shareholders Equity | 44 217
Alt Model Calculation complete = m

= Price Ratios
Price to Eamings
Price to Sales
- Price to Book
Price to Cash Ratios
- Dividend Model

Financial Leverage a
Retum on Equity

And then click on Calculate All. You can then plot the Financial Leverage
Ratios for each of the stocks:

— i
k Financial Staterment Analysis;Business Efficiency;An W=
————

I Edit  View Options
Table | Charts |G s0n:

‘ Select Fieldto Plot | Total Assets/Equty -] | Plot

ALLEGHENY ENERGY (AYE) CONSTELLATION ENERGY (CEG)

(AEP is in green, DUK in yellow).

So CEG has low financial leverage compared to its competitors, especially
AYE and AEP, and so high financial leverage does not explain the high ROE.

The other major driver of ROE is ROA and the competitor analysis for this
driver is as follows (i.e., Select Charts again and plot Return on Assets):
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Edit  View Options
[ Table | Charts | s |

I SelectFieldtoPlot | Retum on ssets - Plot ]

ALLEGHENY ENERGY (AYE) CONSTELLATION ENERGY (CEG)

(AEP is in green, DUK in yellow)

This shows you that the large ROE for CEG is driven by the investment
decision (which determines ROA) and not financial leverage. Recall that
ROA is the ratio of net income to total assets.

Does Earning’s Management Explain the
Puzzie?

Earnings management refers to attempting to smooth income so that
reported earnings do not have large fluctuations or to meet expectations.
A famous quote by Warren Buffet states that “managers that always
promise to 'make the numbers' will at some point be tempted to make up the
numbers.” There are both legal and illegal ways to manipulate earnings,
and you can find a large number of examples on the internet of cases that
have come to light.

To rule out this possibility, we will examine variables that are less easily
manipulated such as Sales and Operating Cash Flows, as shown in the
following charts:
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Edit  View Options

Select Field loPlot | Price/Sdles -] Plot |

ALLEGHENY ENERGY (AYE) CONSTELLATION ENERGY (CEG)

Price to Cash Flows

Edit  View Options

Select Field lo Plot | Price/Operating Cash Flow <) [Pl ]

ALLEGHENY ENERGY [AYE) CONSTELLATION ENERGY (CEG)

The same phenomenon persists - CEG appears to be undervalued in the
market: the price is low relative to sales and also relative to operating cash
flow. So earnings management is not the answer.

The analysis so far suggests that the anomaly it is not driven by return
related issues (income, sales, etc.). So next we focus attention on risk
issues.

A financial Ratio that has attracted attention from empirical return studies
is the Price to Book Ratio. This ratio was popularized by Fama and
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French in their model of stock returns. In their model they work with the
inverse of the ratio --- “Book to Price Ratio.” Thus a high number implies
low price, low number implied high price. This is a risk factor because it is
argued that a high number is associated with low future growth in
earnings and possible distressed firms.

Aside: For statistical analysis the inverse (Book to Price Ratio) is used
because it preserves the ranking when book values are negative. This
point was discussed in Chapter 3 of Valuation Tutor in relation to the
Earnings to Price ratio form of a P/E ratio.

A summary of the findings from F&F (JF 1995 Size and Book-to-Market
Factors in Earnings and Returns) and others:

1. Low book-to-market equity firm portfolios remain more profitable than
high book-to-market firm portfolios for at least 5-years, and growth rates
in earnings tend to become similar for both groups over time.

2. They did not find evidence, however, that the book-to-market factor in
earnings drives book-to-market factor in returns. That is, returns from
high book-to-market tend to persist for 5-years --- even though earnings
improvement occurs quickly (for the portfolio). This suggests that this
factor is part of the expected (equilibrium) returns and is priced as some
source of risk factor.

3. Finally, they found that firms with a very high book-to-market tend to
be persistently distressed stocks which supported their argument for this
being a priced risk factor.

If we chart the Book to Price Ratio of CEG and its competitors in Valuation
Tutor, we get the following:
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Edit  View Options

Select Field to Plot Price/Book - Plot |

ALLEGHENY ENERGY (AYE) CONSTELLATION ENERGY (CEG)

The inverse of this plot is Book to Price and this provides evidence that is
consistent with the Fama and French analysis, namely that CEG has a low
Price/Book ratio so a high Book/Price ratio. We now explore why this may
be the case.

CEG’s Price to Book Factor and the Fama & French Risk
Interpretation

First, in CEG’s 10-K there are some early warning signals. CEG starts its
10-K with Forward Looking Statements.

o

Seloct Skock 1o Anelyzo | CONSTELLATION ENERGY.(CEG). Appendix A: Variations to the H.Fh
Model Covered by Valuation Tutor

- B Ratio Analysis
» «

Forward Looking Statements

‘We make statements in this  report that are conndmd forward looking statements within the meaning of the Secunities Exchange Act of 1934 Sometimes these statements will contain words such
a3 "bebeves,” “anticipates,” "expects,” “intends,” "plans,” and other similar words, We also which are based on
numerous mu-pmm These smmcm and pvo,mwns are not guarantees of our future performance and are subject to risks, and other factors thy

those we project. These nisks, uncertainties, and factors include, but are not kimited to:

the timing and extent of changes in commodity prices and volatiities for energy and energy-related products including coal, natural gas, oil, electricity, nuclear fuel, and emission

o Papers & Reports allowances, and the impact of such changes on our hquidity requirements,
the liquidity and of wholesale for energy ;
the conditions of the foreign ge rates, availabilty to support b Bquidity, and general economic
conditions, 33 sl s

fectveness of Ce Energy’s and BGE's policies and the ability and wilingness of ous counterpasties to satisfy the
& commatments,
Tosses on the sale or TATTJoTITOTTTTYS TP ORISR YT,

the ability to . finance, and complet and sales of businesses and assets, inchiding generating faciities and new nuclear generation development
projects,
the effect of weather and general economic and business conditions on energy supply, demand, prices, and customers' and counterpasties’ ability to perform their obligations or
make payments,
the abiity t atract and retin customers in our Customer Supply acivies and to dequately forecast thei energy usage,
the timing and extent of the energy markets,
regulatory or legistatrve developments !edenl\ m Masytand, orin other states that affect energy deregulaton, - price of enerzy, transmission or distrbution rates and revenes,
demand for enesgy, o increases in costs, including costs related to safety, or
the ability of our regulated and nonregulated businesses to comply tex and/or "
the ability of BGE 1o recoverallts costs associated with providing customers senvice,
P of our and BGE's and distribu including weather-related damages,
outages of repasrs, h fuel availabilty, of coal or gas or services, workd . terronism,

Habilities associated with catastrophic events, and other events beyond our control,
the impact of ndustry consolidation.
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The first few forward looking statements are:

These risks, uncertainties, and factors include, but are not limited to:

e the timing and extent of changes in commodity prices and volatilities for
energy and energy-related products including coal, natural gas, oil,
electricity, nuclear fuel, and emission allowances, and the impact of such
changes on our liquidity requirements,

sthe liquidity and competitiveness of wholesale and retail markets for energy
commodities,

ethe conditions of the capital markets, interest rates, foreign exchange rates,
availability of credit facilities to support business requirements, liquidity, and
general economic conditions, as well as Constellation Energy Group's
(Constellation Energy) and Baltimore Gas and Electric's (BGE) ability to
maintain their current credit ratings,

This alerts investors to potential liabilities arising from CEG’s trading
operations. A closer inspection requires us to look at the fourth major
financial statement, the Consolidated Changes in Equity. This statement
contains Other Comprehensive Income items that do not pass through the
Accounting Income Statement. In particular, gains and losses from
transactions classified as hedges under hedge accounting are reported in
this statement. In the 10-K CEG discusses mark-to-market accounting and
the implications of hedge accounting and accrual accounting income
statements:

Mark-to-Market Accounting

We record revenues using the mark-to-market method of accountng for transactions under denvative contracts for winch we are not pesmtted, or
do not elect, 10 use aconaal accountng of hedge accounting. These mark-t1o-sarket transactions pomanly relate 1o our nisk management and tadng
actVites, our nonregulated retad gas customer supply activities, and economat hedges of other accrual sctivities. Madk-to.masket revenues mekude
CAZNALON Fams Of IosSes 0N NEW IENSICHONS.
unreaksed gams and losses from changes m the farr value of open contracts,

net gans and losses from reabired transactions, and
changes m valuation adustments

Undes the mask-to-market method of accountng, we record any mnception faxr value of these contracts as denvative assets and Babities at the
ume of contract execution. We record subsequent changes m the far vadue of these denvanve assets and babibties o 2 net dasis = “Noewegulated
revenues” m our Consobdated Statements of Income (Loss). We discuss our mark-fo-market accountmg pobcy i the Derhvarhes and Sedging
Acttvitie: section later m this Note

The current statement reveals the effect of CEG having to follow Hedge
Accounting standards which only permits losses to be taken to Other
Comprehensive Income under very strict tests that require the hedge to
stay within hedge accounting limits on a daily basis. This was violated and
resulted in CEG having to reverse in excess of $1 billion losses that were
shielded from previous income statements:

14
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CONSOLIDATED STATEMENTS OF COMMON SHARFHOLDERS' EQUITY AND COMPREHENSIVE INCOME (LOSS)

Constellation Energy Group, Inc. and Subsidiaries

Accumulated
Orther
Years Ended December 31, 2009, Common Stock Retained  Comprehemsive Noncontrolling  Total
2008, and 2007 Sharey Amount Earningy Loy Interests Amount
(Dollar gmounty in millions, number of shares in thousgndy)

Balance at December 31, 2006 150,518 § 27386 § 34743 § (1.603.6) 3 W45 5 48938
Decrease in noncontrolling intenmsrs

fom deconsolidation (74.1) (74.1)
Comprehenyive Income

Net income 821.5 12.0 B33.5

Onber comprehansive incoms

Hadging instrommants:
Faclassification of net losses on
hadping instnusments fom OCT

0 nat incoma, nat of txes of
(682 3) 1,124.8
et vreealized loas on hedging
inptromants, net of taxes of ——
34082 (671.1)
Avalablebe-sale secorities
RaclamiScation of net gains on

securities fom OCI to net

income, aet of tmes of §1.0 (1.6) 1.6
Nat unmalized gain on securities,
ot of toxes of $(25.5) %5 265
Defined benest plans.
Nat gain arising during pericd,
et of toxas of {(7.8) 116 118

Amortization of ot actuenal 1o,
fprior service cost, and
transition oblization inchsdad
18 ft piiodic benalt cot, oet

of temes of §(15.9) 248 4.6
Net uerealized pyin on Sreien
comency tanslation, set of tixe
of K1.5) 1.0 1.0
Other {10.8) (10.8)
Totl Comprebenaive Income 82l.5 3110 12.0 13345

That is, on the surface it would appear that Total Comprehensive Income is
strong. However, there is a large ($1.1 billion) reversing entry for
derivative losses from past years that were previously shielded from the
income statement. In addition, for the current statement there are large
losses again being process through Other Comprehensive Income for 2009
which presumably do satisfy the hedge accounting standards. Irrespective,
it is clear that CEG still has a large exposure from their trading desk
operations even though the rest of the firm is solid.

The major potential issues arise whenever the trading desk operations
involve illiquid instruments that are not currently trading. In this case fair
value accounting provides the company with a lot of flexibility to assess
their own values of the instruments. Again this is noted in the 10-K for
CEG:
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Fais Val

We record mark-to-market and hedge derivatives at fair value, which represants an exit price for the aset or liability
from the perspactive of a market participant. An exit price is the price at which a market participant could sllan
asset or ransfer a liability to an unrelatad party. While some of our derivatives relate © commodities or mstruments
for which quoted market prices are available from external sources, many other commodities and relagdconrxts
are notactively traded. Additonally, some contracts include quantities and other factors that vary over time. Asa
result, often we must use modaling techniques to extimate expactad future market prices, contract quantities, or both
in order to deermine fair valve.

The prices, quantities, and other factors we use to determine faxr value reflect management's bast estimates of
inputs 3 markat partic pant would consider. We record valuation adjustments to reflact unc ertainties associsted with
estimates inherent in the datermination of fair value that are not incorporatad in market price information or other
market-based estimates we use © datermine far value. To the exent possble, we utlize mariet-based dam together
with quantitative methods for both measuring the uncertainties for which we record valuaton adjustments and
determining the level of such adjustments and changes in those levels.

The valuation adjuments werecord includs the following:

Close-out adjustment—the estimated cost © close out or sell to a third party open mark-to-mariet
positions. This valuation adjustment has the effect of valuing purchase convacts at he bid price and sale
contracts at the offerprice.

le input valuation adjustment—nacessary when we deemine fair value for derivative positions
viing inemally developad modals that v unobservable inputs dus © the absence of observable markat
information.

adit spread adjustment—nacesary to reflect he cradit-worthiness of each cusomer (counterpany).

We discuss darivatives and hedging activities as well 83 BOw we G2termine fax valus in detail in Note 13 .

The question that immediately arises is what assumptions are being
carried along with this practice (circled in red above)? This is a question
that is driving the current market price, as illustrated next.
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ams, RealMoney Contriputor | On Tuesday september Z&, 2010

Related Quotes

There are some serious problems brewing within Constellation
BRK-A 124,495.00 +275.00 Energy Group . and the solution may be a significant strategy
shift and leadership change.

BRK-A 155,000
\ [\.\,\ J/\ / 124500  This is nat the first crisis to have befallen Constellation’s
‘\__/ 124000 management team. The company nearly went bankrupt two years
123500 ago when it disclosed risk-management problems just before the
1zapon  Lehman Brothers collapse. As Thompson Financial News
10am 12pm 2pm 4pm reported,
CEG 32.56 +0.48
SHAW 33.00 +p.38  Concems surrounding risk management and control processes

were heightened by a recent disclosure that CEG's collateral
obligations under certain hypothetical debt rating downgrade scenarios were larger than previously stated
as well as a $1.7 billion exposure to one non-investment counterparty. CEG's liquidity profile has been
impacted by rising commodity prices that has required the company to post additional collateral ”

Then, Lehman Brothers collapsed. The bank was a counterparty to significant amounts of Constellation’s risk
portfolio. On Sept. 16, 2008, Forbes reported, "The MNew York Stock Exchange halted trading of Constellation
Energy . . . due to a trade imbalance. . . . The energy firm plunged 56.1% . . . during afternoon trading. . . .
They were nervous about the Baltimore-based energy firm's exposure to Lehman Brothers.”

MidAmerican Energy, a unit of Warren Buffett's Berkshire Hathaway , came to the rescue and protected
Constellation from bankruptcy. Later, Constellation replaced MidAmerican with Electricite de France, netting
MidAmerican a handsome profit.

As background to the mention of Berkshire Hathaway above, was that at
the height of the financial crisis Berkshire Hathaway made a bid for CEG
which was accepted by management and at the time was very favorable for
Berkshire Hathaway. This attracted counter offers from the French
company Electricite de France for the sale of 49.999% of its Nuclear
Facilities. Ultimately this counteroffer went through but Berkshire
Hathaway was still well compensated. However, a negative subsequent
signal was that Berkshire Hathaway started selling CEG stock around May
15, 2009.

In addition, the accounting for this sale is also questionable. You can see
from the 2009 Consolidated Earnings that a significant gain ($7.4 billion)
from the sale of its nuclear facilities was included in their EPS, even though
this clearly is not a re-occurring item.
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Constellation Energy Group, Inc. and Subsidiaries

Year Ended December 31, 2009 2008 2007
{Tn muillions, except per share amounts)
Revenues
Nonregulated revenues $ 12,0243 5 160576 5 17,7865
Regulated electric revenues 2.820.7 2,679.5 24556
Regulated gas revenues 7538 1,04 8 9430
Total revenues 15,598.8 19,7419 21,1851
Expenses
Fuel and purchased energy expenses 11,1356 15,5213 164739
Operating expenses 212280 23788 24474
Merger termination and strategic altematives
costs 145.8 12044 —_
Impasrment losses and other costs 124.7 7418 202
Workforce reduction costs 12.6 22 23
Depreciation, depletion, and amortization 589.1 3832 5578
Accretion of asset retirement obligations 62.3 634 68.3
Taxes other than income taxes 1904 3018 2889
Total expenses 14,588.5 20,821.9 19,3588
Equity Investment (Losses) Earnings (6.1) 76.4 81
Gain on Sale of Interest in CENG TA445.6 — —
Net (Loss) Gain on Divestitures (468.8) 23.3 =
Income (Loss) from Operations 7.981.0 (978.1) 13344
Gain on Sales of CEF LLC Equity — — 633
Other (Expense) Income (140.7) (69.5) 1574
Fixed Charges
Interest expense 4372 3901 3118
Interest capitalized and allowance for bomrowed
funds used dunng construction (87.1) (50.0) (19.4)
Total fixed charges 3501 3491 2024
Income (Loss) from Continuing Operations
Before Income Taxes 7.490.2 (1,396.7) 1.262.7
Income Tax Expense (Benefit) 2.986.8 (783) 4283
Income (Loss) from Continuing Cperations 4.503.4 (1,318.9) 8344
Loss from discontinued operations, net of mcome
taxes of 51.5 _— —_ 09
Net Income (Loss) 4,503.4 (1,318.9) 8335
Summary

This exercise provides interesting insights into the nature of the risks
priced in the market that one of the factors in the Fama and French three
factor model picks up. This factor is distinct from general market risk, and
therefore is not appropriately accounted for in the single factor CAPM. The
three factor model includes a book-to-market factor as a driver of long
term returns. Identifying this source of risk, however, requires a close
examination of the financial statements and in this case the practice of
hedge accounting and mark-to-market accounting. In addition, the
analysis also reveals how these potential flags can be identified whenever
there is substantial discrepancy between the results from the business
ratio analysis versus the results from the price ratio analysis.

Note: The calculations in this study were based on the company filings as
of the time of this writing. The conclusion and discussion is meant only to
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show how to use Valuation Tutor to conduct analysis. It is not investment
advice.
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