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Abstract

The author of the bachelor thesis identifies comraeas of misstatements in
the financial statements of Latvian companies amldut, whether investors consider
the possibility of fraud in financial data they bzz.

In the first part of the thesis, common areas Estatements are identified by
interviewing auditors. The differences on finangtdtement items between unaudited
and audited financial statements of listed Latwampanies are analyzed to reveal
areas, where misstatements and fraudulent datadiacevered by auditors. The
guantitative findings are compared to the intergewerformed and previous
researches.

In the second part of the thesis, it is found lotv investors use financial
statements by analyzing responses to questionndtiemnt study methodology is
applied to reveal, how investors react to the difiees between unaudited and
audited financial statements of listed Latvian camps. By analyzing abnormal
returns around annual report announcement daie,discovered, whether investors
consider the risk of fraud, when using unauditegaricial statements to make
decisions.

The findings allow drawing conclusions that mosimenonly, there are
misstatements in financial statement items thatiiregudgment to be exercised.
Accrued expense, provisions for doubtful debt andemtory were among most
frequently the items, where audit adjustments wesgle. Also, prepaid expense,
accounts receivable and payable, and deferred iadéxity were often subject to
change after audit. It was found that assets warstlynoverstated, while liabilities
understated in the unaudited financial statemégs.profit was in more than half of
reviewed cases revised, partly due to misstatenetiie balance sheet items.

Event study revealed no evidence that misstatermedtfraud possibility in
financial statements are considered by investoosvé¥er, it was found that investors
react to changes, caused by auditing financiagstants, if the differences affect the
financial ratios they analyze.
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1. Introduction

Financial statement preparation in a company isallys done by internal
accountants, who are directly influenced by the agament of the company. This
implies an inherent risk of management to be ablaffect company’s financial
statements, causing misstatements or fraud in thdm.users of financial statements
may make certain decisions, based on the informatleey get, so the fraud
possibility implies a risk for financial statemenisers to make wrong decisions.

The purpose of the paper is to identify most comma@as of misstatements in
financial statements of Latvian companies, alsail@sg the possible reasons of the
misstatements. Next, it will be found out how inees’ decisions are based upon
financial statements. Finally, it will be analyzedhether the risk of fraudulent
financial statement usage is considered by investor

Thus, two research question are raised:

What are the most common areas of misstatemenk® ifinancial statements

of Latvian companies?

Do investors consider the possibility of fraudimaihcial data they analyze?

The scope of this thesis is to identify fraud tl@tcommon in financial
statements of Latvian companies in general; thiamaghat some details of industry
specific frauds are discussed, but that is noatireof this paper. For the purposes of
the paper, fraud is defined as misstatement iméi@h statements, either deliberate or
unintentional. This is done because without lifigiat it is not possible to distinguish
between the two; however, the author believesritbashowing ‘true and fair view’ of
the company shall be considered as fraud. It maistdbed that only reporting fraud is
analyzed, excluding such types of fraud as moneyndaring, embezzlement etc.
When considering investor reaction to financiatesteents and fraud considerations,
listed Latvian companies are used, as the methggalequires share price to be

known.

1.1 Relevance of the Topic

After the infamous case dEnron, when the management was accused of
committing fraud andArthur Andersen was accused of hiding it, there has been
significant effort to improve fraud prevention addtection — most noticeably, the

standards on auditing were reviewed and improvéeésé& global changes influenced
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also Latvia, as international auditing companiesing business in Latvia, use
standardized methodology all over the world. Theefit can be assumed that the
quality of audit and fraud detection proceduresehauproved in Latvia as well,
although no researches have been done in thetdididd out the current situation.
Despite these improvements, significant risk otiftatill exists, if unaudited
financial statements are used, as nobody has rediewe statements for fraud.
Although audit does not eliminate such risks conghye by auditing, much additional
assurance is provided to the users of financidéstants. The topic of the thesis is
therefore relevant in the sense that the researghtmive an insight to the financial
statement users of what are common areas of fraaith@w this fraud influences their

decision making.

1.2 Structure of the Paper

The structure of the paper is the following — finstview of literature and
researches done in the field is carried out. Ia #egction, potential areas of fraud are
identified and a review of papers on financial mpg situation in Latvia is done.
Also, financial analysis of financial statements described, and a review of
researches, showing relationship between accountintgbers and investor decisions,
is performed.

The thesis proceeds with the methodology sectiwwhich contains the
methods used, to find out what are the common askasisstatements in financial
statements of Latvian companies and whether intestansider them, when making
decisions. Next, analysis of empirical findingslane, followed by conclusions of the

thesis.

2. Review of Literature

2.1 Fraud in Financial Statements

Financial statements of Latvian companies are peepaither using Latvian
Generally Accepted Accounting Principles (GAAP),fided by the Law on
Accounting and the Law on Financial Statementsusing International Financial
Reporting Standards (IFRS) and International ActiogrnStandards (IAS), issued by
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the International Accounting Standards Board. Thesedards are not enforceable
together; therefore, companies choose one of teemeporting purposes.

According to Law on Financial Statements 4.3, fmah statements ‘shall
present true and fair view on enterprise’s as$atslities, financial position, profit or
loss and cash flow.’

According to IAS 1.13, financial statements ‘shaksent fairly the financial
position, financial performance and cash flows rokeatity. Fair presentation requires
the faithful representation of the effects of ti@tgns, other events and conditions in
accordance with the definitions and recognitioiecia for assets, liabilities, income
and expenses set out in the Framework.’

Both of these standards basically state that fiahistatements shall be ‘true
and fair’; nevertheless, this is not always theecasfinancial reports. Frequently,
companies manipulate with accounting data to shaetter financial position than it
actually is; this is called ‘window-dressing’. A®&s (1995) puts it, ‘Some managers
believe that firms can be shown in a better lightjudicious choice of accounting
policies and by applying bias to the necessarynadibn procedures’.

Rees (1995) also describes analysis of Smith amth&ta (1991), where the
latter classify the most common accounting manipana into 11 categories:

1. Excessive provisions. Goodwill is overstated and not expensed, thereby
increasing profits

2. Extraordinary items. Significant reorganization/rationalisations costs
showed as extraordinary items

3. Off balance sheet finance. Loans not shown on balance sheet

4. Capitalised costs. Inappropriate capitalisation to reduce costs

5. Non-trading profits. Such profits classified as normal earnings figure

6. Brand accounting. Brands showed as intangible assets

7. Depreciation rate change. Reduction in depreciation policy to show growth

8. Pension fund holidays. Reduction in pension fund contribution shows large
pre-tax profits

9. Earn-out commitments. Profit-sharing schemes to personnel

10. Foreign exchange mismatch. Mismatch between debts and deposits

11.Low tax charge. If low tax charge appears, profit manipulation @able

Although the research by Smith and Hannah (19913 isit outdated, as

accounting standards have changed, still, the osimis they make are important —
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many largest UK quoted firms have these ‘creatomanting’ procedures. They also
found that these procedures significantly affegbantant security market variables —
price/earnings ratio, annual abnormal return arid.be

Feroz et al (1992) analysed source of accountirgstatements according to
Securities and Exchange Comission’s (SEC) investige. and found that in most
cases, trade receivables were the source of nasstats, followed by inventories,
investments and long-term assets.

Concerning the accounting problems in Latvia, Sil{@003) has found that
companies in Latvia have problems in accountingntdngible assets, namely, the
distinction between capitalizeable costs and dbsiisshould be directly expensed. He
used case studies of Latvian companies and intesvith auditors. Another study
by Sivare (2004) reveals that companies tend toadawvaking proper provisions for
expenses that are hard to estimate, e.g. cours,caseranties. The empirical research
was based on reviewing financial statements of iaat\vompanies and interviews
with auditors.

These researches are in line with the paper byt@arel Lehn ‘Causes and
Consequences of Accounting Fraud’ (1997) — thegstigate cases of firms accused
of committing accounting fraud. First conclusioreyhdraw concerns the causes of
fraud: they found that external factor - cost diuwag assets - significantly influences
choice of committing fraud. They used industry sification to identify cost of
valuing assets of a firm, and found positive relaship with fraud. Also, presence of
intangible assets positively affects choice of @raalthough this relationship is not
statistically significant. However, they found mmal influence on fraud from
internal factors, such as compensation schemegopiae governance structures and

auditor reputation.

2.2 Financial Analysis of Financial Statements

The usage of financial statements depends on #reofishem; if investors are
viewed, they usually perform financial analysissdé@on financial statements.

White et al (2003) present ratio and financial gse$, used by users of
financial statements. Ratios can be classified grdups (some examples of ratios
given).

Activity ratios. Analyses sustainability of operating activities.

Inventory Turnover = Cost of Goods Sold / Averageehtory
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Receivable Turnover = Sales / Average Trade RebkEsa
Payables Turnover = Purchases / Average Trade Rgyab
Working Capital Turnover = Sales / Average Work®apital
Fixed Asset Turnover = Sales / Average Fixed Assets
Total Asset Turnover = Sales / Average Total Assets
Liquidity ratios. Analyses ability to meet obligations.
Current Ratio = Current Assets / Current Liabisitie
Quick Ratio = Cash+Marketable Securities+Accourdgsdfvable /
Current Liabilities
Cash Ratio = Cash + Marketable Securities / Cuilrebilities
Solvency ratios:
Debt to Assets = Total Debt / Total Assets
Debt to Equity = Total Debt / Total Equity
Debt to Equity (market adjusted) = Debt (book ealuUEquity (market value)
Times Interest Earn (Coverage) = EBIT / Interegtdnse
Profitability ratios. Analysis of profitability.
Gross Margin = Gross Profit / Sales
Pre-tax Margin = Earnings Before Tax (EBT) / Sales
Profit Margin = Net Income / Sales
Return on Assets = EBIT / Average Total Assets
Return on Equity = Pre-tax Income / Average Equity
Other valuation ratios. Used for securities valuation.
Earning per Share = Earnings Available for Commbarg&holders /
Number of Shares
Price-to-Earnings Ratio = Market Value of Equityét Income
Dividend Payout Ratio = Dividends / Net Income

Price-to-Book Ratio = Market Value of Equity / BoWalue of Equity

According White et al (2003), the latter — ratios $ecurities valuation — are widely
used by investors, as they link market and bookesal

Another way of analyzing financial statementisise Discounted Cash Flow
method, which involves discounting all estimatetufe cash flows to present time,

by using Weighted Average Costs of Capital, whishcalculated, using required
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returns on equity and debt and solvency ratios; ithialso described by White et al
(2003).

2.3 Investor Decisions based on Accounting Inforomat

According Fama (1970) Efficient Market HypotheddvH), there exist three
forms of market efficiency:

1. Weak form: market prices incorporate all information on higtal prices
and returns. This means that technical analysigsbdrical prices and trends does not
allow earn abnormal profits. However, the use dfeotsources of information —
fundamental analysis of financial numbers — caafjgied to earn abnormal profits.

2. Semi-strong form: all information on historical prices and returas,well as
all publicly available information is already inparated in market prices.

3. Srong form: all information, both publicly and privately awale, is
incorporated in market prices, so there is no jpaggito earn abnormal profits.

Therefore, according Fama (1970), using infornmatigailable from financial
statements is feasible, if the form of market &ficy is not stronger than weak form.

Research by Kukins and Strupka (2004) comes torglgsion that Baltic
markets are approaching weak-form efficiency. Th&ans that historical prices are
incorporated in market prices of stocks; howeversays nothing about financial
statement information.

Martinuks and Stepanovs (2002) find that in Latve&iock market, quarterly
earnings announcements are reflected in stock prmements; however, they do not
influence number of shares traded. This finding msethat the market reacts to
financial information, provided publicly, meaninthe market efficiency form is
definitely not strong.

Martinuks and Stepanovs (2002) use a model, @ilgirused by Ball and
Brown (1968), when the latter applied event studiesthod to find out whether
earning announcements contain important informatoimvestors. They measure the
deviation of announced from expected earnings aadsored the relationship with
cumulative abnormal returns within a time windovoward the announcement date.
What Ball and Brown (1968) find is that firms widmnounced earnings higher than

expected earn abnormal returns over the windovogeri
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MacKinlay (1997) researched and compiled differevent study methods in
economics and finance, also by Ball and Brown (}968hat he finds is that
methods, used by Ball and Brown (1968) can be #etju® analyze influence of any
kind of event on stock returns, and explains imilebow it should be done. The steps
are: defining date event; defining time window arduthe event date; selecting
sample; calculating expected return and abnorntatrrethereafter; expected event
and deviation from it. Expected return can be dated, either using mean return
over some estimation window, or return, comparedmarket return (by using
regression). Then, sample firms are classifiededhasn the deviation from the
expected event outcome. Cumulative abnormal retames compared among the
classified groups to draw conclusion on the retaiop between the event and the
returns.

Concerning fraud and stock prices, Gerety and L(&BA7) find that when the
fraud is commenced, stock prices tend to increadde on the announcement of
fraud accuse, stock prices significantly decredbes means that the market is fooled
by the fraud, but later, when the fraud is detectedestors adjust their decisions.
This is found, using conventional event study méthsed by Ball and Brown (1968)
and described by MacKinlay (1997) — estimating clative abnormal returns around

a time window.

3. Methodology

3.1 Identifying Common Fraud in Financial Statersent

If companies meet certain turnover, profit or n@mbf employees criteria,
their financial statements must be audited by @ependent auditor, as stated by the
law. Auditor’s task, on the other hand, is to pdsviopinion whether company’s
financial statements provide true and fair viewcofmpany in all material aspects.
Therefore, auditor's prime task is to check, whetliere are no material
misstatements or fraud in the financial statemeaus| give official opinion about
that.

In order to identify most common areas of fraudfimancial statements of

Latvian companies, similar methods as in paper iwar€ (2004) will be used —
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interviews with auditors and financial statemenwie®. The choice of this
methodology is made due to several reasons.

Firstly, consulting representatives from companiggich commit fraud by
misstating financial figures, would probably notngr results needed. Neither the
management, nor accountants would be likely toamegdpo inquiries, as admitting
misstating accounting figures is a sensitive is€dethe other hand, the issue is not
sensitive to auditors, who have revealed the niessiants. Also, auditors have
experience with number of companies and differgpes of misstatements, so they
are potentially more valuable source of informatioNevertheless, due to
confidentiality issues, names of the companieiatealisclosed by the auditors.

Semi-structured, open ended question interviewparformed with auditors.
The author has some prior knowledge in the field ismable to set the guidelines for
the interview, therefore, semi-structured intengeave done. Open ended questions
are used to obtain as much details as possible,|l@sing possibility for examples.
Questions to be asked:

1. What are the main areas of misstatements amdiial statements of Latvian
companies?

2. What are the most common misstatements inssgeity/liabilities?

3. What is the cause for such misstatement?

4. Do you think the client intentionally misrepothe results?

Interviews are carried out with 4 auditors — onenager level auditor (experience 7
years) and three senior level auditors (experiedee years) from international
auditing company in Latvia “Ernst&Young Baltics”’his company was chosen due to
the fact it is the largest in Latvia in terms ofrtaver, which might be an indicator of
auditing the widest range of different companiekhdugh there is a possible bias
from interviewing auditors only from one auditingnepany, the author believes the
risk is mitigated by the fact that in Latvia, awdg are not specialized — they audit
companies from diverse industries. Next, the methamy applied in Big Four
auditing companies (Ernst&Young, Pricewaterhousgieoxy KPMG and Deloitte) is
fundamentally similar, so choosing another would cause significantly different
results. Auditors from local auditing companies ao¢ considered for interviews, as
typically they do not audit as wide representatadncompany types as leading

international companies, both in industry divecsifion and size. Also, auditors from
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international auditing companies have more somfigtd methods than local auditors,
so they are more valuable source of informatiortHerthesis.

Secondly, financial statements are reviewed. dfeoto identify misstatements
or fraud, the author looks at unaudited and audiiedncial statements and
differences between them. Although audited findnsiatements are not necessarily
fully free from misstatements and fraud, they agmiicantly more reliable than
unaudited, therefore, the adjustments made by tmhtors are reviewed. The
differences are identified on the level of accoalassification, e.g. debtors, cash,
inventory, accounts payable etc.; the relative edifices are taken to draw
conclusions on the magnitude of missatements. Wéeats, the differences are
analyzed to identify most common areas of misstatésn When these results are
compiled with the interviews with auditors, a matear picture of reporting situation
in Latvia is found — which are the main areas, whaemnaudited financial statements
are misstated and/or contain fraudulent numbers.

Financial statements to be analyzed are obtaireed Riga Stock Exchange,
as the rules of listing require submission of batraudited and audited financial
statements. The author uses all financial statesrerdilable from the source, which
makes a sample of 63 pairs of unaudited and auditedal reports for period 2003-
2005.

Although the usage of listed companies for thisppae imposes a selection
bias, as listed companies are not necessarilyrageptative sample of all population,
there are very limited opportunities to obtain ufitaed financial statements from not
listed companies. This limits the ability to geniee findings to all Latvian
companies; nevertheless, common areas of misstateras found from interviews
with auditors still apply for the non-listed compes as well. As the final part, the
consideration of fraud by investors, also reliedisted companies, the results can be

compiled to draw meaningful and applicable condusi

3.2 Identifying Investor Usage of Financial Statetse

In order to identify, how investors use finanagthtements and whether they
consider fraud that is common in financial statetsiestructured, closed-end nominal
and ordinal scale type questionnaires (see Appehidaxe provided to investors. Prior
to compiling the questionnaire, a professional ritial analyst of an asset

management company is consulted, so the questiskedacover all required



Tihomirovs 13

information, as well as possible answers are kn@vdinal scale is used for answers,
as the degree of respondents approval is impoftansome questions; for others,
nominal type used. Concerning ratios, they arefadher explained, based on the
assumption that if a person uses a ratio, he/seg not need an explanation of what it
is. Another reason for closed-end questionnairethas relatively large number of
investors are interviewed. Although the precise bentan not be known beforehand,
the author expects to receive about 40 answers Erem, approximately one third is
expected to be financial analysts in asset managecoepanies, while the remaining
- private investors. Financial analysts are indiyecontacted through professional
networking; they are from largest asset managermnpanies. Private investors are
selected from wusers of internet portals, delegated trading of shares
(www.wallstreet.lv, www.lhv.lv). An online survey icreated, to ease collection and
coding of responses.

The results of the questionnaires are coded amdlyzed, using statistical
analysis — discovering mean of scaled answers,pancentage of respondents for
nominal scaled answers. Conclusion about invegtiosnice on unaudited, and thus
potentially fraudulent data, is drawn; also, thpety of financial analyses applied by

investors are found.

3.3 Consideration of Fraud: Event Study

In order to find out, whether investors considesgble fraud in financial
statements, event study methodology is applied.méigod used is pioneered by Ball
and Brown (1968) and reviewed by MacKinlay (1997).

Investor consideration of fraud is found out bentfying their reaction to
publications of audited financial statements; ngnélow do investors react to
differences or absence of differences between ute@lidcand audited financial
statements. If there are no audit differences @inraudited and audited are the same)
and on the publication of audited financial statetnémere are positive abnormal
returns, investors do consider possibility of magstents in financial statements.
This is because when they observe audited statepbely increase their confidence
in the accounting numbers and react. On the othed hf there are no differences in
statements and there are no abnormal returns, toréedo not consider fraud in

financial statements, when making decisions.
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The publication of the audited statement is an gwehich has a definite date
— a prerequisite to use the methodology selectkd. semple is all listed companies
(official, second and free list) and all years, ¥anich they have both unaudited and
audited financial statements. This makes a samp@3oobservations over period
2003-2005. However, stocks that were traded lems #9% of trading days should be
omitted, as including them would create a noisethe model. Also, stocks of
companies, which publish their financial statemenitf less than 20 days between
the dates should be omitted, as, firstly, it wobkl impossible to distinguish the
reaction to unaudited and audited financial statémeSecondly, if publication of
audited financial statements almost instantly feothe publication of unaudited
financial statements, it is very likely that thétéa were already audited, but the audit
opinion was added only to annual reports.

The time window around the event date is set tbdidhe shortest time in the
sample between publication of unaudited and auditghcial statements. This is
done so that window around event date (auditedrt®pfor one company does not
overlap with window around unaudited report, ast twauld cause distortion in
abnormal returns, as described above. As the stwodtfks less than 20 days are
eliminated from the event study, time window isteet0 days.

All stocks will be classified, according to chaege financial ratios due to
changes in financial report items. Expected itentalen from unaudited financial
statements, as financial statements users genesgdlgct them to be correct. On the
event date, when audited financial statements areded, there might be a change
compared to unaudited financial statements duddntified misstatements or fraud.
Based on these changes, all stocks will be diviteal three categories — ‘good’
difference (e.g. increase in Net Margin), ‘no cheingand ‘bad’ difference (e.g.
decrease in Gross Margin; decrease in Net Mardgihge stocks will be classified into
abovementioned three categories, according to mopular financial ratios, as
revealed by questionnaires with investors. In saickay, the author is able to later
indirectly identify, to which differences investorsact more, and which financial
statement positions investors do not consider fraud

Expected return is calculated, using market monedaning, the estimated
return is connected with the market return andisrated, using OLS regression:

(1) R« = ax + Px(Rm) +
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where R is the return of a stock on a certain day, Rm is return of market on the
same day, which is approximated to Riga Stock Exgbandex OMXR. W is the
error term.

The use of market model is justified by reviewihg literature, mentioned
above. Firstly, the researches this thesis paatysithe methodology on, used market
model — Ball and Brown (1968), MacKinlay (1997).c8edly, MacKinlay (1997)
found that market model is substantial improvenwm@r unconditional mean model
in estimating expected return. He also found thatdr models, such as APT, adds
little explanatory power, if the companies are sotilar i.e. not from the same
industry. As the companies, listed in Riga Stockcliange, are from diverse
industries, market model is used.

It should be noted that this regression is doneet@ry stock every year it had
unaudited and audited statements, on a period @fdh¥s starting 150 days before
unaudited statement publishing. Estimation windowstrbe set so that it does not
include effects of unaudited statement publishimbich is the basis of expectation
formation; therefore, estimation started 30 daydordee More than 120 days
estimation window not reasonable, as that wouldrmmeare than 150 days before
unaudited financial statements and would causeigieof including effects of half
year report publication. Although such estimatiomdow includes the effects of
quarterly report publications, setting an estinrationdow large enough that does not
include them is not possible. The estimation tarimee precise, as large window as
possible must be made, so the amount of 120 dégstae.

Later on, when calculating abnormal returns fotoals ax andpyk are used for

estimation:

(2) AR« = R¢ —ak — Bk (Rm)

ARk is abnormal profit, when the stocksreturn is R, and estimation of expected
return yieldedk + Bk (Rm). Rm, as stated above, is index OMXR.

For the time windows around event dates, abnoretatns for all the stocks
in a portfolio are calculated for each day and seshmap. Cumulative Abnormal
Returns (CAR) of portfolios are calculated, accuating the abnormal returns of

each day from the first event window day; see equdB).
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(3) CARr =% ARt

As stated above, if there are no changes betwedited and unaudited
statements, and there are no abnormal returns tlileeconclusion is that investors do
not consider fraud in unaudited statements, whekingalecisions. However, if there
are abnormal returns in ‘no change’ group, investiar consider.

As in event classification by comparing the outeoton expected, stocks are
classified to groups according many financial stithne author is able to identify the
areas of misstatements that investor are moretsent.

Concerning the statistical significance testinghsf results, the author is not
performing statistical significance testing, due fadlowing reasons. MacKinlay
(1997) presents a statistical test with an assumpkiat no clustering exists, meaning,
event windows do not overlap. However, this assiongloes not hold in the sample
used for the thesis. Two solutions are providedviacKinlay (1997) — aggregating
stocks in portfolios according event date or usiatp without aggregation. The first
solution can not be applied due to relatively sreathple size — aggregating stocks in
portfolios according date and then classifying adicmy ‘good’, ‘no change’ and
‘bad’ portfolios would cause results to be lessaldé and less applicable, as there
would be large number of portfolios, consistingofall number of stocks.

The second solution — using data without aggregatiaccording MacKinlay
(1997), has a major drawback - the test often ittes power. As the sample size is
relatively small in the thesis, it is believed tlagaplying this test would very likely
have little power. Considering the alternativeg #uthor believes that none of the
tests can be applied, as they are either incompatiibh the methodological setup, or
will add little value to the research. As MacKinlé©Q97) has reviewed common
event study methodology applied by different resleaws, and the author himself has
found no other applicable statistical tests, a sleginot to use statistical testing is

made.
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4. Empirical Findings

4.1 Findings of Common Misstatements in Financiate&nents

In this section, a summary of findings of commoisstatements in financial

statements are presented.

4.1.1 Results from Interviews with Auditors

From the interviews with auditors (see list on Apgix 3), it was found that
there are certain areas in financial statementsabfian companies, that are more
often misstated then others. Mainly, these aresanghich involve judgments to be
exercised. Usually, assets are more subjecteddgnjantal issues, although some
liabilities need estimations as well.

On the asset side, impairment of Fixed assets@umubwill is often times
subject to audit adjustments. Impairment is doagnalyze, whether the investment
is recoverable in the future; it involves an estiora of future cash flows, generated
from Fixed assets or Goodwill. Such estimations lcardone very subjectively (for
instance, estimating growth of cash flows aboveecibje amounts), in such a way
not showing true and fair value of financial pamiti Such types of misstatements are
usually not because of fraudulent intentions, laadose of subjective opinions on the
issue. Similarly, fair value determination is aearcommonly misstated. Fair value
most often is applied to financial investments ameestment properties; however,
valuing at fair value, revaluation reserves are endldus increasing also the passive
side of the balance sheet.

Construction in progress is one of the items, whate more likely to be
subject to fraud — inappropriate recognition timiisgapplied to construction in
progress. In case of a company, providing a go@kniice over a long period of time
and with estimations involved in the completiorerahis also affects profit and loss
statement — more revenues from contracts are comgnmeoognized than actually
have been performed. This is an issue, for instanamnstruction companies, as well

as various service providing companies, auditingdene of them.
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In current assets, inventory is often misstatesljally, due to inadequate
levels of provision for damaged, obsolete or sloawimg stock. According the
auditors, these are also misstatements due tocsiije of the accountants.

Most common problem in Accounts receivable is tiare are not enough
provisions made for doubtful debtors; usually, ¢hare debts outstanding for too long
to be recognized as fully recoverable. Companies t® avoid making sufficient
provisions; these are types of misstatements are hkely done on purpose, to show
better short term liquidity.

On the liability side, accrued expenses are comiodre misstated. These are
often for litigation, environmental issues, accsufalr guarantees, accrual for bonuses.
Sometimes accrued expense for untaken vacatioot isatculated correctly; however,
the risk of such technical errors is little in pahyl traded companies, as stated by
auditors.

Main concern in profit and loss statement is t@hpanies often times fraud
with revenue recognition, as well as timing of newes. Concerning recognition, one
of the issues is Incoterm application; anotherassuthat some companies recognize
full amount of sales, although have issued someal loh after-sales service to
customer, which should be accrued already at th@eno of sales. Another problem,
concerning the timing, is known as improper incoateexpense cut-off. This is
crucial at the financial year end, when typicallpmpanies try to recognize next
year’s revenues already this year, while postpothegxpenses.

Main causes for deliberate misstatements or fiauithancial statements of
Latvian companies, according auditors interviewark bonus systems, based on
financial performance; meeting loan covenants; nmeosmoothing (typical for
banks); increase company value before selling. §lwasises mentioned by auditors
are not specific for Latvian companies only — tlaeg prevalent in the whole world.
Misstatements not due to deliberate fraud oftenuodeecause of changes in
legislation — accountants are not aware of the stawdards.

4.1.2 Analysis of Audit Differences in Financiab&ments

Analyzing the differences between unaudited ardited financial statements
reveal results, which generally coincide with aoidit opinion.
The sample consists of 63 pairs of unaudited awlited financial statements;

a detailed summary with publication dates is in &mix 4. Data from each of the
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126 financial statements is input in a spreadshaetording predefined form,
observable in Appendix 5. The differences betweeaudited and audited financial
statements are summarized, according the magnatittee change: more than 1%,
5% and 10%. As the minimum change, 1% threshadlakisn, as the author believes a
smaller change is not considered to be a relevantge. In the summary, the number
of companies, with difference greater then theafwntioned threshold is presented.
Also, depending on the sign of the change, it inidied, how many cases of
understatement and overstatement were present.

Most audit differences occur due to misstatemfatsd in profit and loss
statement (Table 1), causing audited net profibeéodifferent from unaudited net
result in 39 cases out of 63. This means that irertftan half of cases, the net profit
is adjusted after audit. It should be noted that difference of more than 5% was
present in 28 cases, and in 24, more than 10% adjistment was created. If
analyzed more in depth, in more than half of cagesprofit was actually overstated
in unaudited financial statements, as it decreadtt the audit. This is connected
with the misstatements in balance sheet, that ballexplained later on — the asset
positions were frequently overstated, and liabilggsitions — understated; the

adjustments on balance sheet positions causeddfietp be adjusted as well.

Difference Understated Overstated

1% 5% 10% 1% 5% 10% 1% 5% 10%
Turnover 19 2 1 5 1 1 14 1 0
COS 28 1 6 9 4 1 19 7 5
Gross Profit 38 19 13 15 11 8 23 8 5
Other income/costs 43 28 18 23 16 12 20 12 6
EBT 37 23 17 16 12 9 21 11 8
Tax 39 28 24 19 15 15 20 13 9
Minority interest 4 2 2 1 0 0 3 2 2
Net Profit 39 28 24 18 12 10 21 16 14

Table 1: Differences in Profit and Loss statement

If profit and loss statement analyzed furthecah be found that in unaudited
financial statements, problems with classificateist — there are more differences
across some captions than the net result changeaning, after auditing, some
income and costs were reclassified to correct eagptiwhile not changing the net
result. This should not be a problem to a finanstatement user, who is able to

reclassify revenues and costs in unaudited finhstaements him/herself; however,
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if figures are taken as is, the user might get @rionpression of financial situation in
the company.

Concerning the balance sheet (Table 2), totaltei$sed to be overstated in 6
cases out of 63, while understated in 12 casesepar analysis reveals that the main
differences were due to current assets — in 24sc#sey were misstated; out of which
in 13 cases, current assets were higher in unausitgements than in audited. If the
threshold for difference is taken at 10% levetah be noted that in 6 cases, current
assets were misstated; nevertheless, the undenstaite and overstatements were of
equal numbers.

In current assets, most attitude should be devimteéchde and other accounts
receivable, and prepayments made — they were tls# coonmon subject for audit
adjustments in the sample reviewed. Trade recezgabére often misstated; however,
the differences of more than 10% occurred due tderstatement of accounts
receivable, not vice versa, as is suggested by@audierviews and literature review.
Prepayments are even more often understated tharstated. On the other hand,
other accounts receivable are more often overstahtadvice versa, in 11 cases out of
63 the difference is above 10%. Concerning inventéinancial statement review
revealed that in unaudited financial statementgnitied to be overstated, although by

small magnitudes.

Difference Understated Overstated
1% 5% 10% 1% 5% 10% 1% 5% 10%

Non-Current Assets

Intangible assets 15 11 8 10 9 6 5 2 2
FA 1" 7 6 7 5 4 4 2 2
Financial assets 21 19 19 7 6 6 14 13 13
Investment property 4 4 4 3 3 1 1 1
Total Non-Current Assets 16 7 5 11 7 5 5 0 0
Current Assets

Inventory 17 7 3 1 1 11 6 2
Trade AR 23 11 7 1" 8 5 12 3 2
AR from related 10 8 8 5 5 5 5 3 3
Other AR 34 24 20 16 10 9 18 14 1"
Tax asset 5 4 4 4 3 3 1 1 1
Prepayments 23 19 18 13 12 1" 10 7 7
Accrued income 0 0 0 0 0 0 0 0 0
Cash 7 4 6 5 4 1 0 0
Total Current Assets 24 11 6 11 6 3 13 5 3
Total Assets 18 6 2 12 6 2 6 0 0

Table 2: Differences in Assets
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Financial statement analysis revealed that conegatid have problems with
intangible asset and financial asset accountingsiincases, intangible assets in
audited financial statements increased than 10%s iBhin line with Silins (2003)
main findings — companies have problems with actognfor intangible assets,
namely, identifying capitalizeable costs. In nomrent assets, financial assets were
the most misstated caption — in 21 cases, it wasigly reported, out of which, in 14
cases, financial assets were represented of higthee than should be, as revealed by
audit. It should be noted that in 13 of the ca#fes,overstatement was by more than
10%.

Concerning equity (Table 3), besides profit foe tiiear, the main audit
revisions were in retained earnings — companies terunderstate them. Next, there
were revisions in financial statements due to resemisstatement, the difference was
larger than 10% in 8 cases; most often, reporteédabigh. Share capital and markup
were almost 100% properly reported in unauditedrfaial statements, which is not

surprisingly, as they tend to stay constant ovegés periods of time.

Difference Understated Overstated

1% 5% 10% 1% 5% 10% 1% 5% 10%
Equity
Share Capital 0 0 0 0 0 0 0 0 0
Markup 1 0 0 0 0 0 1 0 0
Reserves 12 11 8 6 5 3 6 6 5
Retained earnings 16 M 6 8 5 4 8 6 2
Profit for the period 39 28 24 18 1 9 21 17 15
Total Equity 18 3 1 6 0 0 12 3 1

Table 3: Differences in Equity

In liability side, both non-current and curreratilities are subject to revisions
upwards — meaning, in unaudited financial statemetigbilities tend to be
understated. This is in line with the interviewshwauditors, as is the fact that in 13
cases, there is 10% audit revision due to understit of accruals — this is in line
also with previous research done in the field afoanting in Latvia. Nevertheless,
there are also cases, when accruals are overstdiganore than 10% accruals were
overstated in 11 unaudited financial statementserOmisstated captions are taxes
payable and other accounts payable — in total n822a adjustments were created by

auditors, respectively. In most of such casesgthiabilities were understated.
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Difference Understated Overstated

1% 5% 10% 1% 5% 10% 1% 5% 10%
Non-current Liabilities
Long term loans 9 9 5 4 4 2 5 5 3
Deferred tax liability 23 20 17 15 13 12 8 7 5
Other non-current liabilities 9 7 7 6 5 5 3 2 2
Total Non-Current Liabilites 25 20 16 14 12 10 11 8 6
Current Liabilities
Short term loans 13 8 8 11 7 7 2 1 1
AP 26 16 1 15 8 6 1" 8 5
Taxes payable 32 24 17 20 15 11 12 9 6
Other AP 27 19 15 19 12 11 8 7 4
Deferred income 8 8 5 3 3 2 5 5 3
Accruals 28 24 24 16 13 13 12 11 11
Total Current Liabilities 32 19 8 22 16 7 10 3 1

Table 4: Differences in Liabilities

Deferred tax liability seems to be most problematinon-current liabilties —
in 25% of the total sample, it was understatedsTigimainly due to the fact that
accountants often are not able to calculate iteotlr, as revealed by interviews with
auditors.

Main conclusion after the analysis of differendestween unaudited and
audited financial statements is that in many casesadjustments are of relatively
high magnitude — even more than 10% - and, as thdgestments are due to
misstatement and/or fraud, financial statement susdrould consider that such
differences may arise.

4.2 Use of Financial Statements as Revealed byt{@Quaaires

As described in the research design part, investod financial analysts were
provided questionnaires (Appendix 1) about finan@gatement usage in stock
analysis. In total, 37 complete responses wereirgata 27 of them from private
investors and 10 from financial analysts (summairyesponses in Appendix 2).
Average experience in the field (either stock tngdor analyzing) is 3.8 years.

Most of the respondents analyze financial statésném obtain additional
information about company stocks; this is suggebted positive mean of 2.09 in the
scale of -3 .. +3. The 95% confidence intervaltf@ mean is (1.47; 2.71), suggesting

more probable using financial statement analysas thot using. Similar results are
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obtained, concerning financial ratio applicatioramalysis — mean for using financial
ratios is 1.34 + 0.78 for 95% confidence interval.

Responds show that Discounted Cash Flow methocCa®M model are less
popular among investors and financial analysts th besulted negative means of -
1.16 and -1.72 respectively, which at 5% signifatevel are below zero.

Respondents claim that they use the newest fiahindiormation available
(mean 1.69 £ 0.74 for 95% C.l.) and that they camp#a to previous available
information (mean 1.69 £ 0.70 for 95% C.1.).

Concerning the use of unaudited financial statemenclear approving of the
statement is observed — mean 1.63 with 95% C.[(0®3;2.32) suggests that the
respondents do use unaudited financial statemarfitsn performing analytics and
developing their investment decisions.

When asked about consideration of possible mestant or fraud in financial
statements, the answers were more evenly distdbdteming a positive mean of
0.66; and due to standard error, the true mearbéseen 0.02 and +1.30 with 95%
confidence. This suggests that there is evidencecarfsideration of fraud or
misstatements in financial statements, and thdtresstatistically significant at 5%
significance level.

Summarizing the results above, investors and @&i@nanalysts do use
financial statements to obtain information abouthpany stocks; most often, they use
financial ratios in their analysis. Results shovattmewest available financial
information is used, even if it is not audited. Thesults show evidence of
consideration of fraud in financial statements ftilsabarely significant; however, the
answers to previous questions about unaudited diahimformation usage suggest
that it is not very likely to be true, as possiblisstated and fraudulent data are used.

What is also important, it is claimed that the mestvavailable financial
information is compared to previous; suggesting thaudited financial statements
are available, they are compared to unaudited. ddmdirms the view of the author
that there should be reaction to audited finarsti@ements, if they are different from
unaudited ones, as in such case, investors angisesiahould revisit their decisions,
based on the newest information.

Concerning the use of financial ratios in the gsial of financial statements, a

summary of ratio usage in percentage is presentedyure 1.
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Financial Ratio Usage (percentage)
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Figure 1: Financial Ratio Usage (percentage)

As predicted by the theory, most popular ratio®m@agninvestors and financial
analysts are the market ratios — 70% use EPS, &&3atuse P/E and 65% use P/B
ratios. Next popular is dividend payout ratio, loeimsed by more than half of the
respondents. 46% use Gross Margin in their analydmen, equally popular are
liquidity ratios D/A and D/E with 43%, and profidity measure ROE and Net
Margin with 41% responses. Other ratios were meaetioless frequently, which
coincides with the nature of them — turnovers ofeimory and fixed assets, for
instance, are frequently used in management adogurut, as appears, are less
popular among stock market participants/analysts.

From the use of financial ratios by investors dimancial analysts, it was
indirectly revealed, which financial statement cas are important to them, when
analyzing a company. If audited financial statersediffer from unaudited, then
undoubtedly, also financial ratios are differerdanfr those calculated on unaudited
data. So, further analysis will be based on thengba in most popular financial
ratios, as revealed by the questionnaire.

To select most popular, a cut-off point of 40% watablished. That was done,
because there are several ratios just above ths jpnd setting it higher would omit
potentially important ratios; however, setting tu-off point lower is not reasonable,
as the distributions of usage is declining, meanmgreasonable point to set cut-off.

Concerning the ratios, affected by differenceBnancial statements, there are
several groups of ratios, which are influenced bg same captions of financial
statements; therefore, in further analysis of atwabrreturns, only one of them is

taken. Such ratios are:
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1. EPS, P/E and Dividend payout ratio. All of them aféected by potential
changes in net earnings; however, other deternmsn@nimber of shares, share
price and dividend amount) of the ratios are noeedlly affected by financial
statements. Therefore, for further analysis, omBSHs taken, as it captures
changes in net earnings effect.

2. D/IA and D/E basically measure the same thing, dhly presentation is
different (as D + E = A); therefore, only ratio Dl be used further.

Therefore, in the next part, ratios EPS, Gross Maid/A, Net Margin and ROE will
be used. An increase in EPS, Gross Margin, Net Maagpd ROE is generally
considered as being a positive signal, as it maareased profitability, therefore,
companies experiencing such a change are classifiegbod’ portfolio. Leverage
ratio D/A decrease is generally considered as bitém increase in the ratio, as this is
viewed as a decrease in the risk of bankruptcyethee, companies with a decrease
in D/A are classified in ‘good’ change portfoliddad’ change portfolio consists of
companies with the opposite change in the ratiafgutated on audited financial
statements.

Price-to-book ratio P/B is not used in event stediés financial statement
review revealed that the differences in book vabfieequity occur mainly due to
difference in net profit, and only in some cas@syraserves and retained earnings.
Therefore, P/B calculated on unaudited and audfiedncial statements differs
mainly due to net profit changes, and price changiéch, as argued above, is an

effect, covered by EPS ratio.

4.3 Results of Event Study

The final empirical part of the thesis is to applent study methodology to
analyze, whether investors react to differencesvéen unaudited and audited
financial statements, as, argued before, giveglsj whether investors consider the
possible fraud in financial data they analyze.

A total of 63 pairs of unaudited and audited finahcstatements and
differences between them were analyzed, then, ifferehces in the financial ratios
selected were calculated. However, before it caprbeeeded with the analysis, the
sample should be revised for companies with windmetween publications of

financial statements below 20 days and for comganidich were traded less than
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10% in the estimation period. A summary of resdds this filter (Appendix 6)
reveals that 21 of the initial sample should bettadj to obtain more reliable results.
This leaves a sample size of 42 to be used inubetestudy (Appendix 7).

These 42 pairs of unaudited and audited finanteéments were grouped in
three categories — ‘good’, ‘no change’ and ‘badbased on financial ratio differences
that arise due to differences in unaudited andteddinancial statements. Financial
ratios used, as mentioned above, were EPS, P/Bs@®dargin, D/A, Net Margin and
ROE. Summary of classification can be observedppehdix 8.

As described in the methodology, Cumulative AbndrReturns (CAR) are
calculated, by classifying the stocks according thigerence in financial ratios,
caused by auditing. Summary of calculations avilabAppendix 9.

The main task of this event study was to idertiy reaction of investors, as
indicated by CAR, to differences or absence ofedéhces in financial ratio they
analyze.

Firstly, a general tendency can be observed in G&Rulations for ‘no
change’ portfolio across all five ratios — the CAdR this portfolio is negative. Not
only at the last day of the event window the CARégative; it is negative for ‘no
change’ portfolio for almost all periods, and thesn be observed no tendency of
Abnormal Returns (AR) upwards on the day of anératthe day of publication of
audited results. This means there is no positivestor reaction to the fact that
audited financial statements are the same as ueduthancial statements, which, in
turn, means, there is no evidence that audit adtiss\to the investors. A conclusion
can be drawn that investors do not consider thsiplesfraud in unaudited financial
statements; if they did, they would value the daseeof fraud risk by increasing
demand for audited company’s stocks, thus incrggsilte and AR of the stock.

Concerning CAR calculations for differences inividual ratios, if Earnings
per share (EPS) is viewed (Figure 2), several sssa@ be identified. Firstly, if the
ratio, calculated on audited statements, increaseahpared to unaudited financial
statements, ‘good’ change portfolio CAR shows #ection of such an event. It can
be observed that 7 days prior the publishing oftaddannual reports, CAR increases
— this suggests that positive increase in EPS nailgbady be incorporated in the price
of a stock before the actual publishing day. Thda possibly occur due to insider
trading — executing deals, using privately heldotinfation. On the day of

announcement, CAR reaches the maximum, suggestwestors quickly react to
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positive information from audited financial statertee however, a decrease in CAR
in the following days is possible due to investoaishing out on the abnormal returns
obtained. CAR remain stable afterwards, meaninggbrmrmal returns are earned. It
can be concluded that the effect of increase in ERf8adually incorporated in stock
prices before the actual announcement, reachingehk on the publishing day, while

not influencing price afterwards.
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Figure 2: CAR using EPS ratio

If ‘bad’ portfolio stocks, as classified by a dease in EPS, are reviewed, it
can be seen that that in 3 to 9 days before thésputy of audited results, CAR are
negative — meaning, the downward difference dueadgustment is gradually
incorporated in stock prices. In days 1 to 3 ptiw publication date, there is a sharp
increase in CAR, which is probably caused by rekirtg investors, who want to
speculate on the uncertainty of audited finanasults. However, when the annual
reports are published, ‘bad’ portfolio CAR decreasand keeps decreasing till the
end of the event window, with a one time exceptionday 3. This means that
negative change in EPS ratio due to auditing caaisesrmal returns to decrease.

This analysis reveals that investors do reacthianges in EPS ratio, which is
directly affected by Net profit. Although this mearthat investors revise their
decisions, if misstatements identified, in case abkence of misstatements, as
presented by ‘no change’ portfolio, their decisians not revised, meaning, investors
generally do not consider possibility of fraud,ilittis discovered.

CAR calculations for portfolios, classified accmigl changes in Gross margin
ratio, reveal controversial results (Figure 3)thé change in the ratio was positive,
meaning, Gross margin increased after auditingh siacks tend to earn abnormal
returns right before the publication of audited wadireports and peak on the day 0.
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However, afterwards, the CAR are steadily decrgagim the other hand, companies,
for which Gross margin decreased as the consequanaediting financial figures,

tend to earn abnormal profits; CAR starts to inseeat day -5 and remain positive
throughout the rest of the event window. There asfundamental reasoning, why
investors should consider lower Gross margin bemge financially attractive than

higher. This suggests that the abnormal returnthese portfolios are probably not
explained by the changes in Gross margin; if thishe case, the investors do not
adjust their decisions, if misstatements in Grossdih determinants (Sales and Cost

of Sales) are revealed by auditing.
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Figure 3: CAR using Gross Margin

When analyzing CAR, based on Debt to Assets (D&tp (Figure 4), it can
be noted that portfolio with ‘good’ change stocks,defined by the author as decrease
in ratio, actually experience negative CAR, whibad’ portfolio stocks experience
positive CAR. This means that investors considerease in D/A ratio as a positive
financial signal. In Latvia, as the economy is exgiag, this might mean that
investors use the ratio to evaluate future potenfithe companies. If a company has
low ratio, it can be suggested it has limited inv@sopportunities, therefore, no need
to increase debt, while a high ratio means the sipgpoThe author believes this is the
most appropriate explanation of the situation ole=grConcerning the reaction on the
event, ‘bad’ portfolio CAR increases rapidly, stagt4 days prior audited financial
statement publication, meaning, incorporation dbrimation in prices before the
actual event. After the announcement day, a deensagrobably due to cashing out
abnormal returns. ‘Good’ change portfolio experenmegative AR right after the
publication, which means a negative reaction toitadifferences. If the investing

opportunity view presented just above is considestth reaction is reasonable.
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Nonetheless, changes in CAR around the event dgyestirevision of decisions due

to misstatements identified.

D/A

1500
1.000 /\\
0.500 \//\\L\V/O\A ~
’\/ \ —e—Bad(-)
0.000 4~ S S A <a—— ; ———ee e e —=—No change (0)
1NQ/BW 3 2 T 4 :\N 5 6 7 8 9 10 Good (+)
.’J\\-\-\.\.

-0.500 —

-1.000

-1.500

Figure 4: CAR using D/A ratio

If CAR calculations, according changes in Net nrargnd ROE ratios is
analyzed (Figure 5 and Figure 6), similar resudt$om EPS ratio — positive change in
financial statement positions, influencing theastiare already incorporated in stock
prices, 7 days prior the publication, and reacheakpon the event day. CAR
decreases right afterwards, possibly due to castinngf abnormal returns. Similar

results are also for ‘bad’ change portfolio.
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Figure 5: CAR using Net Margin ratio
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Figure 6: CAR using ROE ratio

As the results of CAR according Net margin and R@E& similar to CAR
according EPS ratio, the same conclusions can bBendr investors do react to
change due to misstatements in financial statemesitions that influence the ratio.
Nonetheless, the absence of changes is not valyedhJestors, suggesting no

consideration of possible fraud, as argued above.

5. Conclusions

Several relevant conclusions can be drawn from ehwirical research
findings of common misstatements in financial stants of Latvian companies and
consideration of fraud by investors.

Firstly, interviews with auditors and detailed imv of differences between
unaudited and audited financial statements revemleds in financial statements that
are most often subject to misstatements and frAadexplained by auditors, areas,
which involve judgment to be exercised, are momaroonly misstated than others.
Such areas, according the interviews, are accrug@nse, financial assets and
investment property, as well as provisions for duldebts and inventory. Detailed
review of financial statements confirmed auditoewito a very large extent —
financial assets, accounts receivable and accrupense were among financial
statement positions most often adjusted by auditsuggesting that in unaudited
financial statements, these positions were migktatether areas, commonly
misstated, as revealed by financial statement wevige prepaid expense, accounts
payable and taxes payable, as well as deferredidbiity. What is more, asset
positions were in more cases overstated than uadieds while the liabilities were

more often subject to increase as a result of izgdit
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Net result in more than 50% of reviewed cases whgest to audit revision; in
more than third of the cases, the difference betwewudited and audited net profit
was more than 10%. As revealed by investor andhéiah analyst questionnaires,
financial ratios that include net profit are amangst commonly used for financial
statement analysis. This leads to a conclusiontliigaé is a high risk for investors and
financial analysts to make wrong decisions, if theg unaudited financial statements
for analysis and do not consider possible misstatesnand fraud in them.

Answers to investor and financial analyst questoras revealed
controversial results — although the responderasneld they consider possibility of
fraud in financial statements they analyze, thego astated they use unaudited
financial statements to form a decision.

Whether or not investors consider possible fraudinancial statements of
Latvian companies was examined, applying event ystombthodology on price
reaction to differences between unaudited and eddiinancial statements. The
results revealed that there is no evidence thastatesment and fraud possibility in
financial statements is considered by investorstebeless, it was found out that
investors react to changes, caused by auditingndiabstatements, if the differences
affect the ratios they analyze.

General conclusion of the thesis is that there camain areas in financial
statements that are more often misstated than stiestailed financial statement
reviews revealed these areas and showed whichqsdnd by what magnitude are
misstated. Finally, there is no evidence that itorss consider these common

misstatements, when making investing decisions.

6. Suggestions for Further Research

During the thesis writing process, the authonidied areas, which might be
interesting and relevant to research, but duernutdd resources, was not able to
perform himself.

Firstly, a comparison with reporting situation ather countries could be
made. The author believes a comparison with Estamid Lithuania would be
reasonable, as the Baltic countries have similatohy and background. What is
more, all three Baltic stock exchanges are parObfX group, therefore, specific

requirements of listed companies are similar.
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Secondly, analyzing differences between unaudédad audited financial
statements in profit and loss statement in a meteailéd way would allow drawing
conclusions on the positions, which are more oftesstated than others. This would

also explain the most common misstatements in nodit.p
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Appendix 1.

Questionnaireto privateinvestors and financial analysts

You are(please select one, most applicable):

Private investor (You trade stocks)

Financial analyst (You perform analysis, but do tnade)

How many years have you been trading stocks/ paifgy analytics?

(For the next questions, please rank your answer from -3 (strongly disagree) to 3

(strongly agree))

Do you analyze financial statements, to acquirermftion about company stocks?

-3 -2 -1 0 1 2 3
Do you use financial ratio analysis?

-3 -2 -1 0 1 2 3
Do you use discounted cash flow method?

-3 -2 -1 0 1 2 3
Do you use the newest financial information avdd&b

-3 -2 -1 0 1 2 3
Do you compare newest financial statements to pusa

-3 -2 -1 0 1 2 3

Do you use unaudited financial statements, whefopeing analytics?

-3 -2 -1 0 1 2 3
Are you applying CAPM, when performing analytics?
-3 -2 -1 0 1 2 3

Do you consider possible misstatement/fraud in o statements, when

performing analytics?
-3 -2 -1 0 1 2 3

(Please, select the financial ratios you use (if any))

ROE Gross Margin -~ D/A Quick ratio EPS
ROA Net Margin D/E Cash ratio P/E
ROCE Pre-tax Margin CAJ/CL FA turnover P/B

Dividend payout ratio
Inventory turnover

Total assehaver
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Appendix 2.

Summary of Questionnaireresults

You are: Answers  Percentage
Private investor (You trade stocks) 27 73.0%
Financial analyst (You perfrom analysis, but do not trade) 10 27.0%
Average
How many years have you been trading stocks/ performing analytics? 3.84

Do you analyze financial statements, to acquire information about company stocks?

Scale Answers  Percentage

Mean 2.09 -3 2 54%

2 1 2.7%

St.dev. 1.79 -1 0 0.0%

+0 3 8.1%

St.error 0.32 +1 5 13.5%

+2 8 21.6%

95%Cl. | 147 271 +3 18 48.6%
Do you use financial ratio analysis?

Scale Answers  Percentage

Mean 1.34 -3 5 13.5%

2 2 5.4%

St.dev. 2.27 -1 0 0.0%

+0 3 8.1%

St.error 0.40 +1 6 16.2%

+2 7 18.9%

95% C.I. | 0.56 213 +3 14 37.8%

Do you use Discounted Cash Flow method?

Scale Answers  Percentage

Mean -1.16 -3 12 32.4%
-2 4 10.8%

St.dev. 1.94 -1 5 13.5%
+0 10 27.0%

St.error 0.34 +1 2 54%
+2 2 5.4%

95%Cl. | -183 048] +3 2 5.4%

Do you use the newest financial information available?

Scale Answers  Percentage

Mean 1.69 -3 4 10.8%
-2 1 2.7%

St.dev. 2.11 -1 0 0.0%
+0 3 8.1%

St.error 0.37 +1 7 18.9%
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+2 5 13.5%
95% C.I. | 0.95 242 +3 17 45.9%

Do you compare newest financial statements to previous?

Scale Answers  Percentage

Mean 1.69 -3 3 8.1%
-2 2 5.4%

St.dev. 2.01 -1 0 0.0%
+0 2 5.4%

St.error 0.36 +1 8 21.6%
+2 7 18.9%

95%Cl. | 0.99 2.38 | +3 15 40.5%

Do you use unaudited financial statements, when performing analytics?

Scale Answers  Percentage

Mean 1.63 -3 3 8.1%
-2 0 0.0%

St.dev. 2.01 -1 4 10.8%
+0 2 5.4%

St.error 0.35 +1 6 16.2%
+2 7 18.9%

95%Cl. | 093 2.32 | +3 15 40.5%

Are you applying CAPM, when performing analytics?

Scale Answers  Percentage

Mean -1.72 -3 18 48.6%
-2 4 10.8%

St.dev. 1.98 -1 3 8.1%
+0 7 18.9%

St.error 0.35 +1 2 5.4%
+2 1 2.7%

95%Cl. | -240  -1.03 | +3 2 5.4%

Do you consider possible misstatement/fraud in financial statements, when performing analytics?

Scale Answers  Percentage

Mean 3 2 5.4%
-2 3 8.1%

St.dev. 1.85 -1 5 13.5%
+0 7 18.9%

St.error 0.33 +1 8 21.6%
+2 6 16.2%

95%Cl. | 002 1.30 | +3 6 16.2%
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Answers  Percentage
EPS 26 70.3%
P/E 25 67.6%
P/B 24 64.9%
Dividend payout ratio 20 54.1%
Gross Margin 17 45.9%
D/A 16 43.2%
D/E 16 43.2%
Net Margin 15 40.5%
ROE 15 40.5%
ROA 12 32.4%
Total asset turnover 9 24.3%
CA/CL 8 21.6%
FA turnover 7 18.9%
Pre-tax Margin 7 18.9%
Inventory turnover 5 13.5%
Quick ratio 5 13.5%
ROCE 4 10.8%
Cash ratio 0 0.0%
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Appendix 3.

List of AuditorsInterviewed

Oskars Bilzonis, Senior level auditor, Ernst&YouBajtics
Maris Bamanis, Audit manager, Ernst&Young Baltics

Juris Misters, Senior level auditor, Ernst&Youndtita
Armands Podiskis, Senior level auditor, Ernst&Young Baltics
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Appendix 4.

Sample of Listed Companies with Unaudited and AaddEinancial Statements

2003
Unaudited

Official List

GRD1R

GZE1R

LSC1R

OLF1R  28.04.2004

SAF1R

VNF1R

Second List

BAL1R

DPK1R

LME1R 17.03.2004

RKB1R

VSS1R

Free List (i-list)

BLZ1R

BRV1R

FRM1R

GRZ1R  16.03.2004

KA11R

KCM1R

KVD1R

LAP1R

LIMIR

LKB1R

LOD1R

LOK1R

LTTIR

NKA1TR

NLB1R

OLK1R

POC1R

RAR1R

RER1R

RJR1R

RRA1R

RRR1R

RSA1TR

SCM1R  27.02.2004

SMA1R

SMR1R

TKB1R

TMA1TR

VEF1R

ZOV1IR

TOTAL 4

GRAND TOTAL

Audited

23.07.2004

08.07.2004

06.04.2004

19.04.2004

4

Dates of disclosing Financial Statements

2004
Unaudited

16.02.2005
13.06.2005
16.05.2005
25.02.2005
26.07.2004

16.03.2005
14.03.2005
16.05.2005

09.12.2004

15.03.2005

10.03.2005
24.02.2005

06.04.2005
01.03.2005
11.03.2005

07.04.2005
15.04.2005
04.03.2005

31.03.2005
11.03.2005

20

Audited

20.04.2005
15.06.2005
26.05.2005
21.06.2005
20.10.2004

01.04.2005
08.06.2005
30.06.2005

23.12.2004

25.04.2005

26.04.2005
24.05.2005

13.04.2005
13.05.2005
23.05.2005

13.04.2005
29.04.2005
08.03.2005

22.04.2005
31.03.2005

20

2005
Unaudited

21.02.2006

27.02.2006
27.02.2006
26.07.2005
27.02.2006

01.03.2006
28.02.2006
27.02.2006
28.02.2006
24.02.2006

01.12.2005
27.02.2006
28.02.2006
27.02.2006
28.02.2006
28.02.2006
28.02.2006
27.02.2005
28.02.2006
17.02.2006
01.03.2006
28.02.2006
27.02.2006
28.02.2006
28.02.2006

28.02.2006
24.02.2006
27.02.2006
28.02.2006
28.02.2006
27.02.2006
24.02.2006
28.02.2006
27.02.2006
28.02.2006
17.02.2006
28.02.2006

37

2006
Audited Unaudited Audited

23.05.2006

11.05.2006
27.06.2006
12.10.2005 27.07.2006 10.10.2006
22.05.2006

12.04.2006
11.04.2006
10.03.2006
25.07.2006
03.04.2006

21.12.2005 30.11.2006 20.12.2006
02.05.2006
12.04.2006
25.04.2006
19.04.2006
03.04.2006
03.04.2006
03.05.2006
16.05.2006
28.02.2006
18.04.2006
22.05.2006
10.05.2006
19.07.2006
13.03.2006

05.04.2006
24.04.2006
20.04.2006
11.04.2006
18.04.2006
03.03.2006
10.03.2006
19.04.2006
27.03.2006
25.04.2006
25.04.2006
13.04.2006

37 2 2

63 Pairs of unaudited and audited financial statements
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Appendix 5.

Sample form of input date from financial statements
Unaudited Audited
Non-Current Assets
Intangible assets
FA
Financial assets
Investment property

Difference, %

Total Non-Current Assets

Current Assets
Inventory

Trade AR

AR from related
Other AR

Tax asset
Prepayments
Accrued income
Cash

Total Current Assets
Total Assets

Equity

Share Capital
Markup

Reserves
Retained earnings
Profit for the period

Total Equity
Minority

Non-current Liabilities
Long term loans

Deferred tax liability

Other non-current liabilities

Total Non-Current Liabilites

Current Liabilities
Short term loans
AP

Taxes payable
Other AP

Deferred income
Accruals

Total Current Liabilities
Total Equity and Liabilities

Turnover
COS

Gross Profit
Other income/costs
EBT

Tax

Minority interest

Net Profit
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Appendix 6.

Companies with less than 20 days between finarsteiements and trading below
10% of days in estimation widow

Trading activity in estimation

Days between unaudited/audited FS window
Ticker \ Year 2003 2004 2005 2006 2003 2004 2005 2006
Official List
GRD1R 63 91 94% 94%
GZE1R 2* 83%
LSC1R 10* 73 96% 99%
OLF1R 86 116 120 84% 93% 97%
SAF1R 86 78 288 54% 45% 47%
VNF1R 84 98%
Second List
BAL1R 42 98%
DPK1R 16* 42 9% 98%
LME1R 113 86 11* 100% 96% 93%
RKB1R 45 147 89% 93%
VSS1R 38 83%
Free List (i-list)
BLZ1R 14* 20 20 8%* 4.%* 3%*
BRV1IR 64 0%
FRM1R 43 32%
GRZ1R 21 57 32% 30%
KA11R 41 50 40% 53%
KCM1R 34 13%
KVD1R 34 12%
LAP1R 47 430 7%* 52%
LIMIR 89 77 10% 16%
LKB1R 11* 98%
LOD1R 48 32%
LOK1R 7 83 23% 92%
LTT1IR 73 72 10% 18%
NKA1R 73 141 5%* 26%
NLB1R 13 7%*
OLK1R
POC1R
RAR1TR 36 62%
RER1R 59 0%
RJRIR 52 63%
RRA1TR 6* 42 21% 10%
RRR1R 14* 49 8%* 15%
RSAIR 4* 4* 3%* 4%*
SCM1R 52 14* 1% 16%
SMA1R 50 30%
SMR1R 28 5%
TKB1R 22 56 26% 41%
TMA1R 20 67 10% 10%
VEF1R 44 8%
ZOVIR

Note: * omitted from event study
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Appendix 7.

Sample of companies (stocks) across years, useeeint study

Used in the event study
Ticker \ Year 2003 2004 2005 2006 TOTAL

Official List

GRD1R X
GZE1R

LSC1R

OLF1R X X
SAF1R X
VNF1R

Second List

BAL1R

DPK1R X
LME1R X X

RKB1R X X
VSS1R

Free List (i-list)

BLZ1R

BRVIR

FRM1R

GRZ1R X

KA11R X
KCM1R

KVD1R

LAP1R

LIM1R X
LKB1R

LOD1R

LOK1R

LTTIR X
NKA1TR

NLB1R

OLK1R

POC1R

RAR1TR X
RER1R

RJR1R X
RRA1TR X
RRR1R X
RSA1R

SCM1R X

SMA1R X
SMR1R

TKB1R X X
TMA1R X X
VEF1R

ZOV1R

X X X X >

>

X X X X X X X

X X X X

TOTAL 4 10 27 1
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Appendix 8.

Allocation of a stock in portfolios (+ for ‘goodd for ‘no change’ and — for ‘bad’) across the yehesed on differences in ratios

GRD1R

LSC1IR

OLF1R

SAF1R

VNF1R

BAL1R

DPK1R

LME1IR RKB1R VSS1R

FRM1R  GRZ1R

KA11R

KCM1R  KVD1R

EPS

2003
2004
2005
2006

+ -

+

GM

2003
2004
2005
2006

DA

2003
2004
2005
2006

N/M

2003
2004
2005
2006

ROE

2003
2004
2005
2006
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Allocation of a stock in portfolios (+ for ‘goodd for ‘no change’ and — for ‘bad’) across the yehesed on differences in ratios

LAP1IR

LJM1R

LOD1R

LOK1R

LTT1IR

NKATIR  RAR1IR RER1R RJRIR

RRATIR  RRR1R SCM1R SMA1R TKB1R

TMA1R

EPS

2003
2004
2005
2006

0

GM

2003
2004
2005
2006

D/A

2003
2004
2005
2006

NM

2003
2004
2005
2006

o

ROE

2003
2004
2005
2006
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Abnormal Return (AR) and Cumulative Abnormal Ret(@AR) calculations, according classification

Day

© 0O N G A WN 20 AN AhS N b b o

Appendix 9.

EPS

Bad (-)

AR CAR
-0.094 0.000
-0.509 -0.602
-0.073  -0.675
-0.044 -0.719
-0.042 -0.762
-0.063 -0.824
-0.086 -0.910
-0.037  -0.948

0.498 -0.450

0.352  -0.098
-0.204  -0.302
-0.079  -0.381
-0.238 -0.619

0.336  -0.283
-0.085 -0.368
-0.195  -0.562
0172  -0.734
-0.080 -0.814
-0.056 -0.870
-0.094 -0.963
-0.483  -1.447

—_
o

No change (0)
AR CAR
-0.077  0.000
-0.289  -0.366
-0.020 -0.386
0.000 -0.386
0.007 -0.379
-0.160  -0.539
0.008 -0.531
0.018 -0.513
-0.046  -0.558
-0.069 -0.627
-0.028 -0.656
0.115  -0.541
-0.034 -0.575
0.058 -0.518
-0.235 -0.752
-0.106  -0.858
0.237  -0.621
0.020 -0.602
-0.260 -0.861
-0.032 -0.894
-0.031  -0.924

Good (+)
AR CAR
0.094  0.000
-0.099 -0.005
0.152  0.147
-0.246  -0.099
0442  0.343
0.000  0.343
0498  0.840
0.077 0918
0126 1.043
-0.027  1.016
0.161 1.477
-0.679  0.499
0.013  0.511
-0.131  0.380
-0.158  0.222
0355  0.577
-0.114 0463
0.042  0.505
0.073 0578
-0.079 0499
-0.026 0473

Gross Margin

Bad (-)
AR CAR
0.007  0.000
0545  -0.538
0046  -0.584
0.181  -0.403
0112 -0.291
0017  -0.275
0440  0.166
0148 0018
0505  0.523
0.037  0.560
0.065  0.625
0075  0.700
0035 0665
0.386  1.050
0073  1.123
0090 1033
0005  1.038
0076 0962
0.049  1.012
0107 0905
0417 0488

No change (0)
AR CAR
0.036  0.000
-0.182  -0.146
0.180  0.035
-0.119  -0.085
-0.197  -0.282
-0.034 -0.316
0.041 -0.276
-0.078 -0.354
-0.054 -0.408
-0.199  -0.607
0174 -0.782
0.074 -0.708
-0.193  -0.901
0.036 -0.864
-0.297  -1.161
-0.072 -1.233
0.119 -1.114
0.031 -1.083
-0.306 -1.389
-0.070  -1.459
-0.073  -1.533

Good (+)
AR CAR
-0.120  0.000
0.169  -0.289
-0.075 -0.364
-0.352  -0.716
0492 -0.224
-0.205 -0.430
-0.061  -0.491
0.284  -0.207
0.127  -0.080
0418  0.338
0.038  0.377
0.792  -0415
-0.032  -0.447
-0.159  -0.606
-0.253  -0.859
0216  -0.643
0174  -0.817
0.027 -0.790
0.015 -0.775
-0.028  -0.803
-0.050 -0.853

D/A
Bad (-)
AR CAR
0.001  0.000
0442 -0.441
0130 -0570
0014 -0585
0605  0.021
0008 0013
0092 -0.079
0.167  0.088
0503 0591
0428  1.019
0086 0932
0418 0515
0163 0352
0310 0.662
0036 0626
0109 0516
0063 0453
0415 0568
0042 052
0002 0524
0451 0.073

No change (0)
AR CAR

-0.068  0.000
-0.101  -0.169
0.186  0.017
-0.166  -0.149
0125  -0.274
0.167  -0.441
0.502  0.061
-0.074  -0.013
0.074  0.061
-0.168  -0.106
-0.026 -0.132
0.179  0.046
-0.080  -0.034
-0.066  -0.100
-0.388  -0.488
-0.006 -0.494
0.036  -0.458
-0.095 -0.553
-0.070 -0.624
-0.083  -0.706
-0.051  -0.758

Good (+)
AR CAR
-0.010  0.000
-0.353  -0.363
0.003  -0.360
-0.110  -0.470
-0.074 -0.544
-0.049  -0.593
0.010  -0.583
-0.035 -0.618
0.000 -0.617
-0.004 -0.622
0.041 -0.580
0404 -0.984
-0.017  -1.001
0.019 -0.982
-0.054 -1.036
0.170  -0.866
-0.022 -0.888
-0.038  -0.925
-0.130  -1.055
0120 -1.175
-0.038 -1.214
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Abnormal Return (AR) and Cumulative Abnormal Ret(@AR) calculations, according classification

Net Margin ROE
Bad (-) No change (0) Good (+) Bad (-) No change (0) Good (+)
Day AR CAR AR CAR AR CAR AR CAR AR CAR AR CAR

10 -0.091 0.000 0.010 0.000 0.005  0.000 -0.084  0.000 -0.091 0.000 0.098 0.000
9 0476 -0568 -0.393 -0.383 -0.027 -0.022 0488 -0573 -0.303 -0.394 -0.105 -0.007
-8 0072 -0640 0182 -0201 -0.050 -0.072 -0.078 -0.650 0.196 -0.197 -0.059 -0.066
-7 0137 0777 -0146 -0.347 -0.007 -0.079 0.056 -0.706 -0.130 -0.327 -0.105 -0.171
6 -0032 -0809 -0189 -0536 0627 0.548 0.055 -0.760 -0.107 0434 0568 0.396
-5 0072 -0882 -0155 -0.691 0.004 0552 0.09 -0.856 -0.143 -0577 0.015 0412
-4 -0063 -0944 0437 0255 0.046 0.598 0.069 -0925 0410 -0.167 0.079 0491
-3 0019 0925 0021 -0233 0017 0616 0016 -0909 0.012 -0.155 0.030 0.521
-2 0648 0277 -0.079 -0.312 0.009 0.624 0515 0394 0.078 -0.077 -0.015 0.506
-1 0378 0101 -0.125 0437 0.003 0.627 0379 -0.015 -0.169 -0.246  0.046 0552
0 -0080 0021 -0105 -0542 0.114  0.741 0.09% -0.111 -0.132 -0.379 0.158  0.710
1 0035 005 0108 -0435 -0.786 -0.045 0.025 -0.086 0151 -0.227 -0.820 -0.110
2 -0250 -0.194 -0.040 -0474 0.030 -0.015 0253 -0.339 -0078 0305 0.072 -0.039
3 0219 0025 0076 -0399 -0.031 -0.046 0.301 -0.038 -0.032 -0.337 -0.006 -0.045
4 -0157 -0.133 -0.317 -0.716 -0.003 -0.049 -0.047 -0.085 -0417 -0.754 -0.014 -0.058
5 -0046 -0.178 -0.128 -0.843 0228 0.178 0243 -0328 0074 0680 0224 0.165
6 -0269 -0447 0244 -0.600 -0.024 0.154 0172 -0500 0.125 0555 -0.002 0.163
7 0222 -0669 -0.009 -0609 0213 0.368 0.029 -0529 -0.186 -0.741  0.197  0.360
8 0064 -0605 -0.358 -0.967 0.052 0419 0153 -0.681 -0.120 -0.862  0.031  0.390
9 -0080 -0684 -0.117 -1.084 -0.009 0410 0.071 -0.752 -0.100 0962 -0.034  0.357
10 0489 -1.174 -0.044 -1128 -0.007  0.403 0493 1245 -0.036 0998 -0.012 0.345



