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Introduction
here has been a growing interest in
earnings  management  through

classification shifting in the income
statement in recent accounting literature
(Lail et al, 2014). Since misclassification
of cost of goods sold and selling, general,
and administrative expenses, affects
different line items in the income
statement—such as gross profit and
operating income—it is therefore essential
to examine the misclassification of each
operating expense account separately (Fan
& Liu, 2016).
Expense misclassification not only affects
gross and operating income, but also
reduces the transparency of financial
statements, thereby misleading investors
and financial analysts (Healy & Wahlen,
1999). The aggregation of cost of goods
sold and selling, general, and administrative
expenses conceals the strategies used in
various forms of classification shifting.
These are strategies employed by managers
to manipulate different line items in the
income statement (e.g., gross profit versus
operating income) (Fan & Liu, 2016).
In this study, the classification of cost of
goods sold and selling, general, and
administrative expenses will be examined
separately. The aim is to enhance
transparency by modeling cost of goods
sold and selling, general, and administrative
independently. In light of the discussions
surrounding the classification of operating
expenses, this research seeks to answer the
question: when gross operating profit and
net income decline, do managers engage in
classification shifting of cost of goods sold
components and selling, general, and
administrative expenses?

Methodology

This research is a quantitative study that
employs a scientific method involving
empirical validation and hypothesis testing
based on pre-defined research designs.
Such studies are used when data can be
measured quantitatively and statistical

techniques are applied to derive
conclusions. In this study, data collection
was conducted using library research
methods. For compiling the theoretical
framework, relevant literature from
domestic and international academic
journals was used. Other required data was
gathered from the databases of the Tehran
Stock Exchange and the Rahavard Novin
software. Data analysis and hypothesis
testing were performed using EViews 9 and
SPSS 21.

The statistical population of this study
includes all companies listed on the Tehran
Stock Exchange during the years 2019 to
2023. This research does not utilize
statistical ~ sampling;  however, the
companies under investigation were
selected based on the following criteria:

1. They are not investment or holding
companies.

2. To ensure comparability, the fiscal
year ends on March 19 (Esfand 29 in
the Persian calendar).

3. The financial data of the companies
must be available for the entire study
period.

4. The companies' shares must have been
continuously traded on the Tehran
Stock  Exchange, without any
significant trading halts.

Based on these criteria, a total of 80
companies (equivalent to 1,600 firm-
quarter observations) were analyzed.

In this study, misclassification refers to
situations where, through model estimation
and testing, evidence suggests that
management has not accurately classified
items within the income statement. To
measure the misclassification of operating
expenses, a multi-step process is followed.
In this research, operating expense
misclassification is measured indirectly.
Specifically, the relationship between
unexpected and actual items in the income
statement is examined. If a significant
relationship is observed, a portion of that
association is attributed to operating
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expense misclassification (Fan & Liu,
2016).

To measure this, the first and fourth quarters
of a fiscal year are considered. If there is a
relationship between operating expenses in
the first quarter compared to the fourth
quarter—namely, if adjustments or
reversals of expenses are observed in Q4
relative to QIl—it indicates possible
misclassification of operating expenses.
This is estimated using the two models
below, and the residuals from these models
represent the extent of misclassification. In
other words, the greater the absolute value
of the residuals, the higher the level of
misclassification. Data is estimated on a
quarter-year-industry basis.

Results

Hypothesis 1

There is a significant relationship between
decrease in gross operating profit margin
and misclassification of cost of goods sold
items. The results indicate that when the
gross operating profit margin decreases, the
misclassification of cost of goods sold items
is significantly affected. In other words,
there 1is meaningful evidence of a
relationship between these two variables.
Hypothesis 2

Specific operating income and expense
items moderate the effect of decrease in
gross  operating  profit on  the
misclassification of cost of goods sold. The
results show that certain specific income
and expense items within the operating
section can moderate the effect of a
decrease in gross operating profit on the
misclassification of cost of goods sold. This
indicates the moderating effect of certain
operational variables on the relationship in

question.

Hypothesis 3

There is a significant relationship between
decrease in net income and

misclassification of selling, general, and
administrative expenses. The results of this
hypothesis indicate that a decrease in net
income is significantly associated with the

misclassification of selling, general, and
administrative expenses. This suggests that
a decrease in net income may lead to
changes in the classification of these
expenses.

Hypothesis 4

Specific non-operating income and expense
items moderate the effect of decrease in net
income on the misclassification of selling,
general, and administrative expenses.
According to this hypothesis, certain
specific non-operating income and expense
items can moderate the effect of a decrease
in net income on the misclassification of
selling, general, and administrative
expenses. Specifically, these items may
alter the intensity or direction of the
relationship between the decrease in net
income and the misclassification of these
expenses.

Conclusions

Hypothesis 1 examines the relationship
between the decrease in gross operating
profit and the misclassification of cost of
goods sold items. The testing model for this
hypothesis (Model 3) suggests that when
the reported gross operating profit
decreases and reaches the level of the
previous year's benchmarks, managers
misclassify specific items in the cost of
goods sold. The results of the model testing
indicate a significant negative relationship
between these two variables. In other
words, as the gross operating profit
decreases, the misclassification of cost of
goods sold items increases. This result
aligns with the agency theory and
managerial opportunism theories.
Additionally, an increase in specific
operating income and expense items (other)
is positively and significantly associated
with the misclassification of cost of goods
sold items. This suggests that managers
manipulate specific items to reduce the cost
of goods sold and engage in earnings
management.
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Model 3 also investigates the impact of
specific income and operating expense
items on the relationship between the
decrease in gross operating profit and the
misclassification of cost of goods sold. The
results show that companies, when
experiencing a decline in gross margin,
utilize specific income and operating
expense items to achieve their desired
profit.

Hypothesis 3 examines the relationship
between the decrease in net income and the
misclassification of selling, general, and
administrative expenses. The testing model
for this hypothesis (Model 4) suggests that
when the reported net income decreases and
reaches the level of the previous year's
benchmarks, managers misclassify specific
items in selling, general, and administrative
expenses. The results of the model testing
indicate a significant negative relationship
between these two variables. In other
words, as net income decreases, the
misclassification of selling, general, and
administrative expenses increases. This
result is consistent with the agency theory
and managerial opportunism theories.
Furthermore, an increase in specific non-
operating income and expense items (other)
is positively and significantly related to the
misclassification of cost of goods sold
items. In other words, managers manipulate
specific items in an attempt to reduce costs
and manage earnings.

Model 4 also examines the impact of
specific income and operating expense
items on the relationship between the
decrease in gross operating profit and the
misclassification of selling, general, and
administrative  expenses. The results
indicate that companies, when facing a
reduction in gross margin, use specific
income and operating expense items to
achieve their desired profit.
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