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Classification shifting (hereafter, CS) is a novel form of earnings management under which 

managers misclassify expense and revenue items within income statement with an intent to 

report inflated operating profits of a firm. The main theoretical motivation behind CS is the 

investor’s perception of the income statement line items (Seve and Wilson, 2019). Investors 

assign higher weights to permanent line items (closer to sales) than transient line items due to 

their persistent nature, greater predictive ability, and higher valuation relevance (Bhattacharya 

et al., 2007). Operating profit, being a top-line item, is found to assign higher weightage than 

net profit by the investors during portfolio valuation (Bansal and Ali, 2021). In addition, 

managers’ compensation is largely dependent on firms’ operating profit (Cain et al., 2019), 

which in turn, likely to incentivize firms to engage in CS.  

   CS has become the preferred tool of earnings management among corporates due to its low-

cost element as it neither results in reversal of accruals like accrual-based earnings management 

(hereafter, AEM) nor foregone future benefits due to sub-optimal past decisions like real 

earnings management (hereafter, REM) (Haga et al., 2018). It is merely an accounting 

adjustment that merely overstates operating profits, keeping the net profits unchanged, hence 

has less likelihood of being detected by external auditors (Leventis et al., 2018).  

   The mechanism of CS implies that firms misclassify operating expenses as a non-operating 

expense. It means firms are hiding part of their operating expenses. It is likely to provide 

improper signaling of the firm’s actual repeatable operating profitability. Misclassified items 

are naturally expected to reverse in terms of future reported operating profit and negatively 

affect the same. Investors are likely to be negatively surprised when misclassified core 

expenses recur in future periods. For instance, if cash expenses such as marketing costs that 

have been misclassified within special items recur, it should negatively associate with future 

operating income. Investors are likely to perceive misclassification practices as riskier, and 

demand a premium for the same. Accordingly, the current study examines the impact of 

shifting practices on stock returns by using standard portfolio methodology. The study 

employed both univariate and bivariate portfolio methodology to examine the issue. Fama-

Macbeth cross-sectional regression is also employed to test the linear association between 

variables of interest.  

   The value of a strong board and audit committee is that they constitute a form of monitoring, 

curbing opportunistic managerial behavior, and therefore reducing information risk. Although 

there is general agreement that strong boards and audit committees curb AEM and REM (Klein, 

2002), there is no prior evidence on whether they are also able to mitigate CS. Hence, it is of 

interest to empirically examine whether board and audit committee characteristics, which have 

been shown to affect the level of AEM and REM, also affect the extent of CS. The distinction 

is important because, unlike AEM and REM, CS is a disclosure issue that does not process 



through accounting systems and does not affect bottom-line earnings and thus is more difficult 

to verify (Athanasakou et al., 2009), hence it offers a powerful setting to test the effects of 

board and audit committee quality on earnings quality. The study has considered the number 

of board meetings, the number of audit committee meetings, the proportion of independent 

directors on the board, the proportion of equity held by the audit committee members, whether 

firms audited by BigN or not, CEO duality, and multiple directorships to measure board and 

audit committee features.  

  The issue has been investigated under the Indian institutional settings because the scope of 

CS is relatively higher in India. For instance, under Schedule III, Companies Act, 2013, Indian 

firms are required to disclose revenue at an aggregated amount under the two heads only, 

namely “revenue from operations”, and “other income”, which is likely to provide greater ease 

for revenue shifting for Indian firms. Indian firms have a higher magnitude of CS relative to 

the United States and East Asian countries (Nagar and Sen, 2016) due to weaker corporate 

governance mechanisms, and lower investor protections rights in India (Narayanaswamy et al., 

2012).  

  The study adds to the literature on the association between earnings management and stock 

return. This is among the earlier attempts that document the association between CS and stock 

returns and provide compelling evidence that market overpricing the core earnings of shifters. 

Under preliminary results, investors are found to perceive revenue shifting as riskier than 

expense shifting. Most importantly, the study adds to the body of research on earnings 

management and corporate governance. Most prior studies investigated the role of internal 

governance in a setting highly regulated through accounting standards, such as the treatment 

of accruals. Thus, there is little evidence available on whether internal governance collaborates 

or substitutes for strict accounting regulations. Do boards and audit committees go further to 

protect shareholders’ interests when they discover breaches in areas that are less regulated 

through GAAP? This is a relevant research question because the accounting for recurring and 

non-recurring items is less regulated under IFRS and there are significant concerns about their 

use to inflate core earnings. Accordingly, the preliminary evidence reported helps to fill this 

gap by showing that high-quality internal governance does mitigate CS. 

   The findings suggest Indian regulators strengthen the internal governance mechanism to curb 

the corporate misfeasance of CS. It also suggests accounting standard setters make more 

mandatory disclosure requirements for firms to record expense and revenue items in the income 

statement.  
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