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The notes accompanying each slide are an integral part of this presentation and
should be read in conjunction with the contents of each slide.
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Disclaimer

This document includes a summary of certain accounting requirements
and is intended for general information only. For additional information
please see Derivative and Fair Value Accounting Summary which can be
found on the company website, , under Wehcasts
and Events. The document can be found under the date August 28, 2008,
Accounting Tutorial link.

For additional information about the accounting requirements summarized
in this document, see our periodic reports filed with the SEC, review
governing authoritative accounting literature, and consult your
professional accounting advisor.
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Overview: Why Are Derivatives Used?

« Energy industry is complex and has fundamental, unavoidable market risks that
must be managed
— Entities with merchant business activities do not benefit from regulatory assurances
— Merchant business activities also carry significant power and fuel price risk
« Derivatives are one component of efficient, cost-effective risk management
— Lowering exposure to unfavorable fluctuation in commodity prices
— Fixing the price for a portion of anticipated electricity sales and fuel purchases for
generation assets
— Fixing the price for a portion of anticipated energy purchases to supply load-serving
customers
= In addition to risk management, derivative contracts also achieve the following
purposes:

— Optimizing the margin on surplus electricity generation and load positions and surplus
fuel supply and demand positions

— Obtaining knowledge and prices and developing expertise in less liquid markets
— Deploying limited risk capital in an effort to generate additional returns

Derivatives are necessary tools used to manage risk and provide stability for
non-regulated segments of the energy sector

The energy industry is complex, and Constellation competes in both non-
regulated and regulated markets. Unlike the regulated business in which returns
are guaranteed through regulatory assurances, the non-regulated business is
exposed to significant risks that must be managed. The two fundamental
market risks in the non-regulated energy industry are power price risk and fuel
price risk i these are common to all companies in this business.

Derivatives are one tool for managing these risks. Virtually every energy
company with non-regulated activities uses derivatives to hedge market risks
and optimize the value of its investment in energy assets and businesses.

Efficient, cost-effective risk management requires the use of derivatives to lower
exposure to volatile price movements and fix portions of electricity sales, fuel
purchases and energy purchases, thereby locking in returns.

In addition to risk management, derivative contracts serve to optimize
generation and load-serving margins, obtain price discovery especially in less
liquid markets and deploy limited risk capital to generate additional returns.

Accounting rules require most derivatives
balance sheet. The derivative disclosure under accounting rule SFAS 157

requires all companies to estimate and disclose fair value based on a hierarchy,

even if markets are illiquid or prices are not quoted.

This presentation wil/ cover one of those
amounts. Throughout it is important to understand that while derivatives are

used to manage risk, they do not, through gross disclosure, demonstrate the

level of market or credit risk a company carries.
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Overview: What is the Intended Purpose of Gross Derivative Balances?

+ The Financial Accounting Standards Board (FASB) has promulgated
specific accounting and disclosure requirements related to derivatives
and fair value

» The FASB defines a fair value hierarchy based on observable market
data inputs
— Level 1: quoted prices from an identical asset or liability
— Level 2: quoted prices from a similar asset or liability
— Level 3: required management estimates in the absence of quoted prices

« “Gross” derivative disclosures communicate fair value measurements
according to the fair value hierarchy

The intended purpose of Gross Derivative balances is to illustrate what portion of
a Company’s derivatives can be measured by observable data

So what is the purpose of this disclosure

The derivative disclosure under accounting rule SFAS 157 has one important
purpose: to show how much of the derivatives value was based on observable
market prices versus how much had to be estimated.

Remember that most derivatives are recorded at fair value, even if price
guotations arené6ét readily avail abl e. As
hi erarchyo to help indicate how fair wvalu

The fair value hierarchy includes three levels i the first two are based on
observable market data with little or no adjustment. The third level is where fair
value has to be adjusted by estimates due to absence of quoted prices for the
item being valued.

In order to put every derivative in the proper level of the hierarchy, each contract

must be evaluated separately, even if it offsets the market or credit risks of other
contracts. Therefore, the rule requires every contract to be classified separately,

and it also requires every inthe-money contract (fAassetso)
from the out-of-the-money contracts (dAliabilitiesodo),
offset from a credit risk or market risk perspective.







