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Abstract

CEO power plays a crucial role in a company's decision-making processes and can
influence the use of classification shifting as a method of earnings management. This study
examines the relationship between CEO power and earnings management through
classification shifting, with a particular focus on how the various stages of the corporate
life cycle moderate this relationship. Data were collected from 151 companies listed on the
Tehran Stock Exchange between 2011 and 2023, and the research hypotheses were tested
using multiple regression analysis. The findings indicate that higher CEO power is
associated with a reduction in earnings management through classification shifting of
income statement items. Additionally, the results show that the introduction and growth
stages of the corporate life cycle weaken the relationship between CEO power and
classification shifting, whereas the decline stage strengthens this relationship. The study
found no statistically significant results regarding the moderating role of the maturity stage
in the relationship between CEO power and classification shifting. Overall, the results
suggest that CEOs in the introduction and growth stages aim to genuinely enhance their
firms' positions and align their power with corporate objectives. Conversely, during the
decline stage, CEOs are more likely to engage in operational earnings management
through classification shifting to present a more favorable image of the company. By
highlighting the connections between CEO power, classification shifting, and the
moderating influence of life cycle stages, this study contributes to the theoretical
understanding of corporate governance and financial reporting, providing valuable insights
for investors and market regulators in assessing the risks associated with earnings
management across firms.
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Introduction

The earnings management literature has primarily focused on accrual-based earnings
management (Dechow et al., 2010) and real activities manipulation (Roychowdhury,
2006). However, classification shifting—a relatively less-explored yet widely practiced
method—has attracted increasing attention due to its indirect nature and difficulty of
detection by auditors and investors (McVay, 2006). This technique enables managers to
influence investors' perceptions of operating performance by adjusting items between the
operating and non-operating sections of the income statement (Abernathy et al., 2014).
Classification shifting is typically used when other methods, such as accruals or real
activities manipulation, are costly or practically constrained. Due to its minimal impact on
net income and perceived low risk, this approach is considered an opportunistic tool
(Nagar & Sen, 2017).

One critical factor that can either facilitate or constrain such opportunistic behaviors is
the power of the CEO within the corporate governance structure. Powerful CEOs—through
concentrated authority, political connections, institutional influence, or diminished board
oversight—may enjoy greater autonomy in executing earnings management strategies
(Roy et al., 2024). Prior studies on the relationship between CEO power and earnings
management have yielded conflicting results. Some research indicates that increased CEO
power is associated with more earnings management (Ali & Zhang, 2015; Li et al., 2021),
while others report a negative relationship, suggesting that powerful CEOs may reduce
earnings management by mitigating agency costs and information asymmetry due to their
independence and enhanced board oversight (Baker et al., 2019; Motamedi et al., 2022).

A key explanatory factor for these contradictions may lie in the firm's life cycle stage—
a structural variable that affects operational conditions, managerial incentives, and
financing needs (Adiwibowo & Nurmala, 2023). Firms at different life cycle stages
(introduction, growth, maturity, and decline) face distinct challenges and opportunities that
can alter managers' propensity to engage in classification shifting (Xie et al., 2022). For
instance, growth-stage firms are generally less inclined toward earnings management (Xie
et al., 2022), while firms in the introduction and decline stages may have stronger
incentives to manipulate earnings (Nagar & Radhakrishnan, 2017).

This study is significant as it examines the impact of CEO power on earnings
management through classification shifting, with a particular focus on the moderating role
of the firm life cycle. In the Iranian context, where CEOs often possess unique
characteristics such as political affiliations, institutional ties, or extensive experience,
investigating this relationship is particularly relevant. Although prior Iranian studies (e.g.,
Imeni & Moshashaei, 2022; Saghafi & Jamalianpour, 2018) have confirmed the use of
classification shifting, they have largely overlooked the influence of CEO power.
Exploring this relationship across different life cycle stages can provide deeper insights
into managerial behavior and help investors better forecast firms' prospects.
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Based on the theoretical foundation and prior research, the following hypotheses are
formulated:

H1: CEO power has a significant effect on earnings management through classification
shifting.

H2: The introduction stage of the firm life-cycle weakens the relationship between CEO
power and earnings management through classification shifting.

H3: The growth stage of the firm life-cycle weakens the relationship between CEO
power and earnings management through classification shifting.

H4: The maturity stage of the firm life-cycle weakens the relationship between CEO
power and earnings management through classification shifting.

HS5: The decline stage of the firm life-cycle strengthens the relationship between CEO
power and earnings management through classification shifting.

Methods & Material

The statistical population of the study includes all firms listed on the Tehran Stock
Exchange from 2011 to 2023 (1390-1402 in the Iranian calendar) that met the following
criteria: fiscal year ending in March, no changes in fiscal year during the study period,
non-financial intermediary industries (e.g., excluding banks, insurance, investment
companies), and availability of the required data for variable computation. A total of 151
firms formed a balanced panel of 1,963 firm-year observations. The data used for
computing the variables were extracted from financial statements, accompanying notes,
and supplementary disclosures, and analyzed using EViews software.

Funding

The statistical results revealed a significant negative relationship between CEO power and
classification shifting, indicating that increased CEO power is associated with a reduction
in earnings management through classification shifting. Moreover, Hypotheses 2 through 5
explored the moderating effects of the firm's life cycle stages (introduction, growth,
maturity, and decline) on this relationship. The results indicated that the introduction and
growth stages significantly weaken the relationship between CEO power and classification
shifting, while the maturity stage does not exhibit a significant moderating effect. In
contrast, the decline stage significantly strengthens this relationship.

Conclusion & Results

The findings suggest that CEO power has a significant and negative impact on
classification shifting, such that stronger CEO power is associated with a decrease in this
form of earnings management. This result aligns with the findings of Aflatooni et al.
(2023) and Motamedi et al. (2022). However, this contrasts with the findings of Arif et al.
(2023) and Adiwibowo and Nurmala (2023), who reported no significant relationship.
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Differences in the definition of CEO power, such as tenure in this study versus financial
expertise or board membership in others, may account for these discrepancies.
Additionally, the introduction and growth stages of the firm's life cycle weaken the
relationship between CEO power and classification shifting. In contrast, the maturity stage
does not show a significant effect, and the decline stage strengthens the relationship. These
results are consistent with the findings of Adiwibowo and Nurmala (2023), Nagar and Sen
(2017), and Hussain et al. (2020). In the introduction and growth stages, firms tend to
focus on market positioning and genuine expansion, reducing the need for earnings
management. In contrast, during the decline stage, competitive pressure and falling sales
may motivate managers to use classification shifting to obscure operating losses. Investors
should consider CEO characteristics (e.g., tenure, political ties, ownership) and the firm's
life cycle stage, as these factors influence the quality of financial reporting. Future research
could investigate the impact of CEO financial expertise, audit quality, governance
mechanisms, and organizational culture on classification shifting, particularly within the
context of the firm's life cycle.
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Figure 2: Descriptive Statistics of Research Variables
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Figure 3: Results of Tests for Violation of Classical Assumptions
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Figure 4: Estimation Results of Model (1)
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Figure 5: Estimation Results of Model (2)
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Figure 6: Estimation Results of Model (3)
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Figure 7: Estimation Results of Model (4)
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Figure 8: Estimation Results of Model (5)
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