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aim of this study to investigate the relationship between tax avoidance and earning

Keywords management with Iranian firm’s risk. In this study, to measure tax avoidance is use standard

deviation of cash effective tax rate, the model Kasznik to estimated earning management
Cash effective Tax rate, and stock return volatility used as criteria of the risk. To test the hypothesis, using of a panel
earning management, data and fixed effect, the Information 113 companies listed on Tehran Stock Exchange during
risk, the years 2015 to 2023 is analyzed. The results indicated that there was a significant

tax avoidance. negative relationship between tax avoidance and risk. These results consisted with value

enhancing. The results also showed that there is a significant positive relationship between
earning management and risk, which reflected the views opportunistic earnings
management. These findings can are useful for financial analysts and investor, particularly
individual investors is that the analysis and choice of investments, consider the activities of
managers in risk assessment.
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Extended Abstract

_ risk is essential for investors, regulators, and other

Introduction stakeholders. Stock return volatility is commonly

Firm risk has long been a central concern in regarded as a comprehensive measure of firm risk,

accounting and finance research due to its direct 8 it reflects uncertainty surrounding future cash

implications for investment decisions, capital TIOWs and the market’s response to firm-specific
allocation, and market stability. In volatile @nd macroeconomic information. Managerial

economic environments, particularly in emerging decisions and  discretionary ~actions play a
capital markets, understanding the sources of firm  Significant role in shaping this uncertainty, yet
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many studies have primarily focused on firm
fundamentals while paying limited attention to
managers’ strategic financial behaviors.

Two managerial activities that have attracted
substantial scholarly attention are tax avoidance
and earnings management. Both practices are
frequently examined from the perspective of
profitability, firm value, and market performance;
however, their implications for firm risk remain
less explored. Tax avoidance refers to managers’
deliberate use of legal complexities, loopholes, and
ambiguities in tax regulations to reduce corporate
tax liabilities. While tax avoidance can increase
after-tax cash flows and enhance short-term
liquidity, it may also introduce uncertainty
regarding future tax payments, regulatory scrutiny,
and potential penalties. As a result, tax avoidance
can either mitigate or exacerbate firm risk,
depending on the wunderlying motivations,
governance mechanisms, and market perceptions.
Similarly, earnings management represents
managers’ discretionary intervention in financial
reporting to influence reported earnings. The
accounting literature  distinguishes  between
efficient earnings management, which aims to
convey private information and reduce earnings
volatility, and opportunistic earnings management,
which seeks to mislead stakeholders for personal
or short-term  gains.  Although  earnings
management may temporarily stabilize reported
performance,  excessive ~ or  opportunistic
manipulation can distort information quality,
increase information asymmetry, and ultimately
elevate firm risk. Investors may respond to such
practices with heightened uncertainty, leading to
greater stock price volatility.

Despite the extensive literature on tax avoidance
and earnings management individually, limited
research has simultaneously examined their joint
relationship with firm risk, particularly in the
context of emerging markets such as Iran.
Moreover, prior findings regarding the risk
implications of tax avoidance are mixed, reflecting
the coexistence of value-creation and agency-cost
perspectives. This study addresses these gaps by
investigating the relationship  between tax
avoidance, earnings management, and firm risk
using a comprehensive empirical framework. By

focusing on Iranian listed firms, the study provides
context-specific insights into how managerial
financial behaviors influence market-based risk
measures.

Methodology

This study adopts a quantitative and explanatory
research design based on panel data analysis. The
statistical population comprises all non-financial
firms listed on the Tehran Stock Exchange.
Financial institutions, investment companies, and
firms with incomplete financial information are
excluded to ensure data homogeneity and
comparability. After applying screening criteria, a
final sample of 113 firms is selected and observed
over the period from 2015 to 2023, resulting in a
balanced panel dataset.

Firm risk is measured using the standard deviation
of monthly stock returns in the subsequent year,
which captures uncertainty in future cash flows
and market expectations. This forward-looking
measure aligns with prior literature emphasizing
the predictive role of managerial actions on future
risk. Tax avoidance is measured following
Guenther et al. (2023) by calculating the standard
deviation of the cash effective tax rate over a
rolling five-year window. Higher volatility in the
cash effective tax rate is interpreted as greater tax
risk and, by extension, higher levels of tax
avoidance. To ensure robustness, an alternative
binary measure based on the median cash effective
tax rate is also employed in supplementary
analyses.

Earnings management is proxied by discretionary
accruals derived from the Kasznik model. Given
the availability and relevance of accrual-based
measures in the lranian context, several accrual
models are initially evaluated, including the Jones,
Modified Jones, Kothari, and Kasznik models. The
Kasznik model is selected based on superior
goodness-of-fit statistics and lower residual
variance. The absolute value of discretionary
accruals is used to capture the magnitude of
earnings management, reflecting both income-
increasing and income-decreasing manipulation.

The empirical model incorporates a range of
control variables commonly used in risk and
accounting studies, including firm size, leverage,
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book-to-market  ratio, profitability, earnings
volatility, stock returns, ownership structure, and
share float. Panel regression techniques with fixed
effects are employed following Chow and
Hausman tests, which confirm the appropriateness
of this specification. Diagnostic tests indicate no
severe multicollinearity, autocorrelation, or
heteroskedasticity issues, ensuring the reliability of
the regression results.

Results and Discussion

The empirical results provide nuanced insights into
the relationship between managerial financial
behaviors and firm risk. Descriptive statistics
reveal that the average cash effective tax rate of the
sample firms is below statutory tax rates,
indicating the prevalence of tax avoidance
practices among Iranian firms. Moreover, the
volatility of the cash effective tax rate exceeds its
mean value, suggesting substantial tax-related
uncertainty. Discretionary accruals are also
relatively high compared to benchmarks reported
in developed markets, reflecting greater managerial
discretion in financial reporting.

Correlation analysis shows that tax avoidance,
measured by the volatility of the cash effective tax
rate, is negatively associated with future stock
return volatility, whereas earnings management
exhibits a positive correlation with firm risk. These
preliminary findings are further examined using
multivariate regression analysis. Contrary to the
initial hypothesis, the results indicate a statistically
significant negative relationship between tax
avoidance and firm risk. Specifically, higher
variability in the cash effective tax rate is
associated with lower stock return volatility in the
subsequent year. This finding supports the value-
creation perspective of tax avoidance, suggesting
that managers may use tax savings to stabilize cash
flows, finance profitable investments, or reduce
financing constraints, thereby lowering perceived
risk.

This result contrasts with agency-based arguments
that portray tax avoidance as inherently risky due
to potential regulatory sanctions and reputational
costs. In the Iranian context, however, the market
may perceive tax avoidance as a rational and
value-enhancing strategy, particularly in an
environment  characterized by  economic

uncertainty, inflationary pressures, and financing
limitations. Investors may interpret lower effective
tax payments as a signal of managerial efficiency
and improved liquidity, which can dampen stock
price volatility.

In contrast, earnings management demonstrates a
positive and statistically significant relationship
with firm risk. Firms with higher levels of
discretionary accruals experience greater stock
return volatility in the subsequent year. This
finding aligns with the opportunistic earnings
management perspective and agency theory, which
argue that earnings manipulation undermines
information quality and increases uncertainty.
When investors suspect that reported earnings do
not accurately reflect underlying performance, they
may revise their expectations abruptly as new
information emerges, leading to heightened
volatility.

Further analysis of control variables reveals that
leverage and firm size are positively associated
with firm risk, indicating that larger and more
leveraged firms experience greater return volatility.
The book-to-market ratio exhibits a negative
relationship with risk, suggesting that firms with
higher growth opportunities are perceived as less
risky by the market. Institutional ownership is
positively related to risk, potentially reflecting the
speculative trading behavior of institutional
investors in volatile markets.

To address potential measurement concerns,
supplementary tests using an alternative binary
measure of tax avoidance yield different results.
When tax avoidance is proxied by a low cash
effective tax rate relative to the median, a positive
and marginally significant relationship with firm
risk emerges. This finding suggests that the risk
implications of tax avoidance depend critically on
how the practice is measured. While variability in
tax payments may signal managerial flexibility and
cash flow stability, persistently low tax rates may
raise concerns about future tax liabilities and
enforcement actions, thereby increasing risk.

Overall, the results highlight the complexity of the
relationship between tax avoidance, earnings
management, and firm risk. The contrasting effects
underscore the importance of distinguishing
between different dimensions and measures of
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managerial behavior, as well as considering
institutional and market-specific factors.

Conclusion

This study examines the relationship between tax
avoidance, earnings management, and firm risk
using a sample of firms listed on the Tehran Stock
Exchange. The findings reveal that tax avoidance
and earnings management have fundamentally
different implications for firm risk. Tax avoidance,
when measured through the volatility of the cash
effective tax rate, is associated with lower future
stock return volatility, supporting the value-
creation  perspective. In contrast, earnings
management is positively related to firm risk,
consistent with the opportunistic behavior and
agency-cost view.

These results contribute to the accounting and
finance literature by providing empirical evidence
on the risk implications of managerial financial
behaviors in an emerging market context. The
findings suggest that investors and analysts should
evaluate tax avoidance and earnings management
separately when assessing firm risk, as their effects
are neither uniform nor symmetric. For
policymakers and regulators, the results highlight
the need to distinguish between aggressive but
value-enhancing tax strategies and earnings
manipulation practices that undermine
transparency and market confidence.

The study has limitations, including reliance on
accrual-based measures of earnings management
and focus on a single national context. Future
research  could extend this analysis by
incorporating real earnings management measures,
governance  mechanisms, or  cross-country
comparisons. Nonetheless, this study underscores
the importance of incorporating managerial
financial ~ behaviors into risk  assessment
frameworks and provides valuable insights for
investors, regulators, and corporate decision-
makers.
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