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[0 O Financial statements are the lens on a business. Financial statement analysis calibrates the lens to bring the
business into focus. Imperfections in the financial statements can dirty the lens and distort the picture. Financial

statement analysis deals wi
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00 O VALUE-AT-RISK PROFILINGO [ In Figure 18.1 risk was depicted as a distribution ofpossible return
outcomes. Each possible return implies a valuation-how much the investor would be willing to pay for that
return-so risk can also be depicted as a distribution of values. Plotting that distribution of values-depicting how
value might differ from expected value-prepares a value-at-risk profile.[] [ Cast back to the full-information
pro forma financial statement forecasting in Chap-ter 15. Following the template laid out there[d we forecasted
operating income and net operating assets for the simple firm PPE Inc. andd from the forecastsC] calculated
forecasted residual operating income. We then converted these forecasts to a valuation. The pro forma financial
statements that we prepared were based on expected salesC] profit marginsC] and turnovers. But expected values
are averages of a whole range of possible outcomes and the distribution of outcomes determines the risk of the
investment. Value-at-risk profiles are developed by preparing pro forma financial statements for each possible
outcome and then calculating the values for each outcome.[d [J To develop value-at-risk profilest] follow the five
steps outlined next.[] [J 1.1dentfy economic factors that will affect the risk drivers in Figure 18.3. Like valuation
more generallyd] identifying these factors requires "knowing the business.” Consider airlines. What factors affect
airlines’ profits? General economic conditions affect asset turnover risk since airlines sell fewer tickets at lower
prices on fixed capacity in reces-sions than in boom times. Airlines are subject to shocks in oil prices] affecting
expense risk. Airlines are subject to changes in government regulation] afFecting growth risk. Airlines are subject
to price challenges from competitors and new entrants to the in-dustry[] affecting RNOA and growth risk.[]

[ 2.1dentfy risk protection mechanisms in place within the firm. An airline may hedge oil prices to reduce the
effects of oil price shocks. Currency risk may be hedged. Incorpo-ration is a risk-protection device to limit liability.
The investigation of risk exposures is part of knowing the business. Indeedd the aspects of business that are
exposed to risk really define the business. If a gold company hedges its gold reserves against changes in the price of
gold[d it creates a gofd mining business [ with risk in production costsC] rather than a gold mining and trading
business [ with risk in] roduction costs and sale prices] . If a downstream oil company hedges oil pricesC] an
investor should realize that she is buying a firm that is more like a marketing company than an oil company.OJ 0 A
firm hedging currency risk has decided that it is not in the business of trading curren-cies. If a firm hedges all risks
(I the investor is buying an investment that is more like the risk-free asset than an equity.[] [I Disclosure is
important to the discovery of risk exposure. Look at the derivatives and financial instrument disclosures. Examine
the management discussion and analy-sis. Just as poor disclosure frustrates the identification of operating assets

(I what busi-ness the firm really is in(J [0 so poor disclosure frustrates discovery of risk exposures. A manager
seeking to maximize the market value of the firm indicates clearly what type of business the firm is in and so attracts
investors who seek the risk and returns to that type of business. If she fails to disclose exposures] she imposes
disclosure risk on the investor.dJ O [0 O
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