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Objective: The purpose of this study is to evaluate the relationship between
audit Institute characteristic and classification shifting and also moderating
effect of information asymmetry between manager and auditor.

Method: The sample of this research includes 82 companies accepted in
Tehran Stock Exchange, which were selected by systematic elimination
method. The time period of the research also includes the years 2015 to 2022.
Multivariate regression models have been used to test research hypotheses.

Results: The results show that there is a positive and significant relationship
between the competitiveness of the auditory institution and rank and
classification shifting. There is also a negative and significant relationship size
of audit Institute and classification shifting. The results of this study show that
moderating effect of information asymmetry between manager and auditor
does not affect the relationship audit Institute characteristic and classification
shifting.

Conclusion: Results shows that while there is a classification shifting, the
asymmetry of information between the manager and the auditor is not effective
in this method. The results of this research can be useful in the decisions of
investors and company stakeholders. Because it can provide information about
how to use the classification shifting as a new method in earnings management.
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Introduction

This study investigates the complex relationship between audit firm characteristics and earnings
manipulation through classification shifting, considering the potential moderating role of
information asymmetry between managers and auditors. Earnings management, a practice
employed by managers to influence reported earnings to achieve specific targets or expectations,
can manifest in various forms. Classification shifting, a subtle yet potentially impactful method,
involves manipulating the presentation of expenses within the income statement. This is often
achieved by reclassifying core operating expenses as non-operating items, artificially inflating
reported operating income. Such manipulation can mislead investors and stakeholders about a
company's true financial performance, hindering informed decision-making. This research aims to
dissect whether specific audit firm characteristics, namely their competitive strength, rank, and size,
influence the propensity of companies to engage in classification shifting. Furthermore, the study
explores the moderating role of information asymmetry between managers and auditors in this
dynamic. Information asymmetry, a condition where managers possess more information about the
company's financial health and operational nuances than auditors, can pose significant challenges
for auditors in detecting and preventing earnings manipulation. This information gap can be
exploited by managers, making it crucial to understand if and how it affects the influence of audit
firm characteristics on classification shifting. By examining these intricate relationships, this study
contributes to a deeper understanding of the factors that contribute to earnings manipulation and
the crucial role of auditors in upholding financial reporting integrity. This understanding is
paramount for investors, regulators, and other stakeholders in making informed decisions about
resource allocation, corporate governance, and regulatory oversight. Prior research, like Saghafi
& Jamalian Pour (2018), has highlighted the existence of the classification shifting phenomenon,
but further investigation is needed to explore the influence of audit firm characteristics and
information asymmetry.

Method

This research adopts a quantitative approach, utilizing data from companies listed on the
Tehran Stock Exchange. The sample comprises 82 companies selected through a systematic
elimination method, ensuring a representative cross-section of listed entities. This selection
process likely involved applying specific criteria to ensure comparability and data availability.
The research period spans from 2015 to 2022, providing a substantial timeframe to capture
potential trends and variations in earnings management practices. This extended period allows
for a more robust analysis of the relationships under investigation. Data on audit firm
characteristics, financial performance, and corporate governance mechanisms were meticulously
collected from company financial statements, audited reports, and other publicly available
sources. Classification shifting was measured using established proxies identified in prior
literature, potentially involving an analysis of expense classifications within the income
statement, looking for unusual shifts between operating and non-operating categories. The
competitive strength and rank of audit institutions were assessed based on market share,
reputation, or other relevant indicators reflecting their standing within the auditing landscape.
Audit firm size was measured by the number of employees, revenue, or other appropriate metrics
that reflect the firm's resources and capacity. Information asymmetry between managers and
auditors was likely measured using established proxies such as the complexity of the company's
operations, the length of the auditor-client relationship, the presence of related party transactions,
or the level of financial expertise on the board of directors. These proxies serve as indicators of
the information gap between management and auditors. To rigorously test the research
hypotheses, multivariate regression models were employed. These statistical models enabled the
examination of the relationships between the independent variables (audit firm characteristics),
the dependent variable (classification shifting), and the moderating variable (information
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asymmetry). Control variables, such as company size, profitability, leverage, and industry, were
included in the models to account for other confounding factors that might influence earnings
management practices. This comprehensive methodological approach ensures the validity and
reliability of the research findings, minimizing the risk of spurious correlations.

Results

The analysis of the collected data yielded several key findings. First, the study found a
positive and statistically significant correlation between the competitive strength and rank of
the auditing institution and the extent of classification shifting. This suggests that companies
audited by more competitive and highly ranked audit firms are more likely to engage in
classification shifting. This counterintuitive finding might be attributed to various factors, such
as increased pressure on these firms to maintain their reputation and market share, potentially
leading them to be more lenient towards client earnings management practices to retain
valuable clients. Alternatively, it could indicate that companies engaging in more aggressive
earnings management seek out prestigious auditors to enhance credibility. Second, the research
indicated a negative and statistically significant correlation between the size of the audit
institution and classification shifting. This implies that companies audited by larger audit firms
are less likely to engage in this form of earnings manipulation. This could be due to the greater
resources, specialized expertise, and more robust audit methodologies available to larger audit
firms, enabling them to more effectively detect and deter such practices. Third, and perhaps
most unexpectedly, the study's findings indicated that the moderating effect of information
asymmetry between managers and auditors does not significantly impact the relationship
between audit firm characteristics and classification shifting. This suggests that the level of
information asymmetry does not significantly alter the influence of audit firm characteristics
on the likelihood of companies engaging in classification shifting. This unexpected result
warrants further investigation and could be attributed to various factors, such as the
effectiveness of audit procedures in mitigating information asymmetry, the presence of other
corporate governance mechanisms that constrain managerial discretion, or the possibility that
the chosen proxies for information asymmetry did not fully capture the construct.

Conclusions

This study provides valuable insights into the complex interplay between audit firm
characteristics, information asymmetry, and earnings classification shifting. The findings
suggest that while classification shifting is a reality, the information asymmetry between the
manager and the auditor, in the context of audit firm characteristics, does not appear to be a
significant driver of this practice. The study highlights the importance of considering audit firm
characteristics, particularly their competitive strength, rank, and size, when assessing the
potential for earnings manipulation. These findings have practical implications for investors
and stakeholders, who can leverage this information to make more informed decisions about
resource allocation, corporate governance, and risk assessment. The study also contributes to
the academic literature on earnings management and audit quality by providing empirical
evidence on the role of audit firm characteristics and information asymmetry. Future research
could explore other forms of earnings management, examine the impact of different
information asymmetry proxies, and investigate the underlying mechanisms that explain the
observed relationships. For instance, research could delve into the specific audit procedures
employed by different sized firms or examine the role of regulatory oversight in mitigating the
influence of competitive pressures on audit firms. Furthermore, comparative studies across
different countries and regulatory environments could provide valuable insights into the
generalizability of these findings. By advancing our understanding of these critical issues, this
research contributes to the ongoing efforts to enhance financial reporting transparency,
integrity, and reliability, ultimately fostering greater trust in capital markets.
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