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Abstract
\

This study, investigatesifthe impact of classification shifting-based
earnings management on the risk of stock price crashes. Earnings
management,is ax@@mmon practice in accounting and finance, where
companies manipulate their financial statements to present a more
favorable image of their performance. One particular form of earnings
management is classification shifting, in which companies reclassify
expenses and income items to improve the appearance of their financial
health. The focus of this research is on this specific type of earnings
management and how it influences the likelihood of sudden and severe
declines in stock prices. Classification shifting involves reallocating
operating expenses to non-operating items without changing the net
income. This process allows firms to temporarily mask poor
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performance or negative news, thereby giving an impression of better
financial health. It is a relatively low-cost strategic maneuver that
companies can employ to avoid immediate scrutiny from investors or
regulators. However, while this approach might provide short-term
benefits, it potentially increases the risk of stock price crashes in the
long run, as underlying issues remain hidden and can eventually surface
unexpectedly. The study analyzes a sample of 129 publicly listed
companies in Iran over the period from 2012 to 2023. Additionally, data
from 2007 to 2012 has been collected to facilitate the calculation of
classification shifting metrics, as these processes requirésa long-term
and precise dataset. The purpose of gatheririgithis data'is,to evaluate the
relationship between classification shifting and" stoegk pric@crash risk
comprehensively. To measure_stock price crash risk,\two primary
metrics are used: negative returskewness and dewn-to-upivolatility.
Negative return skewness indicates, a higher probability of sharp
downward price movements, capturing the Nikelihood of sudden
crashes. Down-to-up velatility measures\the extemt of fluctuations
between downward and upward price movements, providing insights
into the overall market ‘stability. Together, these metrics offer a
comprehensivg picturenof theypotential for unpredictable and severe
declings in stockprices. Thediladings of the research reveal a significant
inverse relationship sbetween classification shifting and stock price
crash risk; “that iSy the®more extensively a company engages in
classificatien shifting, the higher the likelihood of experiencing a crash.
This suggests that manipulating earnings through classification shifting
can temporarily hide underlying problems , but ultimately increases the
risk of abrupt market downturns. Such companies may appear
financially healthy*in the short term but are more vulnerable to sudden
crashes as hidden vulnerabilities accumulate. Furthermore, the study
examines the moderating effect of the gap between operating profit and
net income on this relationship. The results show that when the disparity
between operating profit and net income is larger, the negative
relationship between classification shifting and crash risk weakens.
This indicates that a substantial difference between these two measures
may reflect a higher degree of earnings manipulation and financial
distortion, which can further destabilize the stock price and increase the
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likelihood of a crash. In addition, the study explores the influence of
other financial variables, such as cash flow volatility, information
asymmetry, and financial leverage. The results demonstrate that both
cash flow volatility and information asymmetry have a positive effect
on crash risk, but only when measured using negative return skewness.
These factors tend to amplify the risk of sudden market declines,
especially in companies with less transparent financial reporting or
highly volatile cash flows. Their presence diminishes the strength of the
primary relationship between classification shifting and crash risk,
indicating that companies with unstable cash flows or less,transparent
information are more prone to sudden Grashes when engaging in
earnings manipulations. In contrast, financial Ieverage—re;*esented by
the ratio of debt to equity does not show a significant 8ffect o erash
risk in this study. This suggests that, at least withinthis sample, the level
of company indebtedness does, not directly influence‘the likelihood of
stock price crashes in the context of classificationshifting. Nonetheless,
it remains an importantwariable to“egnsider in breader financial risk
assessments. Overall}d theNfindings emphasize the importance of
transparency in financial reporting and highlight the potential dangers
associated with classification, shifting./Companies that frequently
manipulate earnings throughyglassification shifting are at greater risk of
sudden steck price declines, especially when the gap between operating
profit and negincome is large, and cash flows are volatile or information
asymmetrygis high/These insights are crucial for investors, financial
managers, and reguhtors, as they underscore that while certain earnings
management techrniques may offer immediate benefits, they also pose
significant long-term risks to market stability. This research
underscores the need for rigorous oversight of accounting practices and
financial disclosures to prevent hidden vulnerabilities that could trigger
market crises.

Keywords: Reclassification-based earnings management, stock price
crash risk, information asymmetry, cash flow volatility.
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Introduction

Earnings management is used by managers to influence financial
reports, creating a favorable short-term image but increasing long-term
stock price crash risk. A less examined method is classification shifting,
where operating expenses are moved to non-operating items to inflate
operating income without affecting net income, making it difficult for
investors to detect. First highlighted by McVay (2006), this method is
influential because investors generally rely more on operating income
than on net income.

Research shows that overstated operating eamings mislead investors
and can raise crash risk. In Iran, although classificati@ &ifting has
been introduced in prior studies, its effect on stock price crash risk*has
received limited attention. Weak auditor oversight, law implementation
cost, and the lack of clear “€lassifieation standardsyallow firms to
improve the appearance of finaacial “performance /by reallocating
income-statement items:§his study “investigates how classification
shifting affects stock price crash risk amang firms listed on the Tehran
Stock Exchange and examtnes moderating factors such as information
asymmetry, cash flow velatility, and capital structure. It presents the

theoretical background, reseafeh models, and empirical results.
\

Methods & Materidh

The present study examines the relationship between earnings
management through classification shifting and stock price crash risk,
with the moderating role of information asymmetry, cash flow
volatility, and capital structure. Accordingly, this research is
descriptive—correlational in nature. In terms of purpose, it is an applied
study. The required data include items from financial statements and
the accompanying notes available in the “Rahavard Novin”
comprehensive database and the comprehensive corporate information
database on the official website of the Tehran Stock Exchange, which
were extracted as needed. The collected data were organized using
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Excel in the form of data files, after which the relevant variables were
calculated and ultimately analyzed using EViews software.

The statistical population of the study consists of all companies listed
on the Tehran Stock Exchange during the years 2012 to 2023and the
research sample includes 129 companies.

Findings

The results showed that classification shifting hassa negative and
significant relationship with stock price crashwisk, meaningihat greater
use of this method increases the likelihood of a &raShMoreover, an
increase in the gap between operating income and,net rcome weakens
the strength of this relationship. Cash flow volatility,and information
asymmetry have a positive effect on ‘erash risk only when using the
negative skewness measure, therebypweakening the main relationship,
whereas capital structure (financial levéxage) had no significant role.

Conclusion & Results \

This studytipvestigates the\elationship between earnings management
through classtficationéshifting and stock price crash risk in the Iranian
capital market, considering the moderating roles of cash flow volatility,
capital structuréjand information asymmetry. The results indicate that,
unlike international studies, classification shifting in Iran has a negative
and significant effect on crash risk, as managers primarily use it to
smooth earnings‘and present a stable performance, rather than to hide
bad news. The gap between operating and net income weakens this
negative effect, as lower earnings quality reduces the credibility of
reclassification signals. Cash flow volatility increases uncertainty and
weakens the stabilizing effect of classification shifting, raising crash
risk, whereas financial leverage shows no significant impact.
Information asymmetry has a direct positive effect on crash risk but
does not significantly moderate the relationship between classification
shifting and crash risk. Overall, in the Iranian market, classification
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shifting functions as a stabilizing tool, smoothing earnings, reducing
informational uncertainty, and lowering stock price crash risk, while
cash flow volatility and low earnings quality can weaken its
effectiveness.
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Figure 3: Descriptive Statistics of Binary Research Variables
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Figure 7: Estimation Results of the SeconddModel (diff = 1)
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