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Abstract

Expenses classification shifting significantly compromises the quality of core earnings, resulting in
misleading information about firms’ core and sustainable performance. Classification shifting can be a direct
and unintentional consequence of overconfident CEOs’ cognitive bias. Also, overconfident CEOs might
consciously and intentionally misclassify recurring expenses as nonrecurring items to inflate core earnings;
however, if the firms’ financial statements are more comparable to those of their industry peers, stronger
monitoring leads to fewer opportunities to manage earnings. The purpose of the present study is to
investigate the impact of managerial overconfidence on expense classification shifting based on the
moderating role of the comparability of financial statements. The sample consists of 130 companies in the
period 2015-2022. The results showed that managers' overconfidence leads to increased expense
classification shifting and a piecemeal decrease in classification shifting over time. In addition, the
comparability of financial statements is an obstacle to managers' overconfidence in expense classification
shifting and their piecemeal reduction over time. Therefore, the market participants should pay serious
attention to the overconfident CEOs’ and the comparability of financial statements to expense classification

shifting.

Key words: Expenses Classification Shifting, Managerial Overconfidence, Comparability of Financial
Statements.

Introduction

A stream of research shows that managers purposely classify essentially persistent expenses in the special
items category and engage in classification shifting. Classification shifting differs from accruals and real
earnings management in that it is a less costly earnings management tool that inflates the core performance
of the firm and misleads investors about the firm’s sustainable core profitability. Prior studies on
classification shifting focus mainly on firm-level factors and little is known about whether executive
attributes are associated with firms’ propensity to engage in classification shifting. Our study fills this void
by investigating whether and how an important individual characteristic, CEO overconfidence, is associated
with classification shifting. In this regard, considering the opportunities for earnings manipulation, the
comparability of financial statements may also play a role in the relationship of Managerial Overconfidence
and Expenses Classification Shifting. Also, this research adds to the body of literature probing the financial
reporting quality of firms with overconfident managers.

Methods & Material
The statistical population in this research is all the companies listed on Tehran Stock Exchange and the
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period under investigation is from 2015 to 2022. In this research, the systematic elimination method was
used to reach the sample, and 130 companies were selected as the research sample. The research model is
estimated through panel data by controlling the effects of industry and year by ordinary least squares method
with robust standard error.

Finding

The findings of the first hypothesis show that managers' overconfidence leads to an increase in expense
classification shifting and a piecemeal decrease in classification shifting over time. In addition, the findings
of the second hypothesis show that the comparability of financial statements is an obstacle to managers'
overconfidence in expense classification shifting and their piecemeal reduction over time.

Conclusion & Results

In this study, the association between an important behavioral attribute of CEOs, managerial overconfidence,
and the occurrence of classification shifting has been investigated. The findings showed that managerial
overconfidence is related to an increase in unexpected core earnings via reclassifying recurring expenses to
special items and that the association between managerial overconfidence and classification shifting is more
evident for firms whose financial statements are more comparable with their peers in the industry because
stronger monitoring leads to fewer opportunities to manage earnings. The evidence shows that increased
financial comparability can mitigate the effects of managerial overconfidence on classification shifting.
Together, these results suggest that overconfident CEOs intentionally engage in classification shifting and
inflate core earnings, and this relation is more pronounced when CEOs have strong incentives and more
opportunities to engage in misconduct. This study provides evidence that an important managerial attribute
of CEOs, overconfidence, plays a significant role in explaining firms’ practice of classification shifting, and
that classification shifting conducted by overconfident CEOs is driven by intended actions rather than
unintentional behavior. Thus, the results suggest that regulators should also pay attention to the practice of
classification shifting, considering the management style of CEOs.
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