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Extended Abstract

Objective: The central objective of this study is to investigate how tax avoidance affects
investment efficiency, while also considering the mediating role of corporate cash holdings.
The research is motivated by the recognition that tax planning and avoidance strategies can
create additional financial resources for companies, thereby enabling more efficient capital
allocation. However, the relationship between tax avoidance and investment efficiency is
complex, as it can be influenced by managerial discretion, agency problems, and the level of
cash retention within firms. In the Iranian context, this topic becomes particularly important
due to persistent economic instability, inflationary pressures, and increasing tax regulations, all
of which directly affect liquidity management and capital allocation decisions. Accordingly,
the research aims to provide empirical evidence from firms listed on the Tehran Stock
Exchange (TSE) during a ten-year period, assessing whether tax avoidance practices enhance
or impair investment efficiency and how cash holdings mediate this relationship.

Method: This applied and correlational research utilizes a quantitative approach. The statistical
population includes all companies listed on the Tehran Stock Exchange, and a sample of 113
firms was selected after applying criteria such as data availability and continuous trading. The
study covers the period from 2014 to 2023 (1393—-1402 in the Iranian calendar), yielding 1,130
firm-year observations. Data was extracted from the official databases of the TSE, Codal
system, and related archival sources.

The research hypotheses were tested using multivariate linear regression models, designed to
analyze three key relationships: (1) the impact of tax avoidance on cash holdings, (2) the effect
of cash holdings on investment efficiency, and (3) the direct influence of tax avoidance on
investment efficiency. Furthermore, to assess the indirect mediating role of cash holdings, the
Sobel test was applied. Variables were measured using established accounting and financial
metrics. Tax avoidance was proxied by the effective tax rate, cash holdings were measured by
both year-end cash ratio and residual (excess) cash, while investment efficiency was calculated
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using residuals from Biddle et al. (2009) regression models. Control variables included firm
size, leverage, return on assets, capital expenditures, net working capital, and Tobin’s Q.

Results: The findings of the empirical analysis revealed several significant outcomes:

1. Tax avoidance and cash holdings: Tax avoidance demonstrated a significant negative
relationship with cash holdings. Companies that engage more aggressively in tax
avoidance tend to retain less cash, likely because they already achieve liquidity savings
through reduced tax burdens. This result supports the view that effective tax planning
reduces the precautionary need for holding large cash reserves.

2. Cash holdings and investment efficiency: Cash retention had a significant negative
effect on investment efficiency. Firms with higher levels of cash were more prone to
inefficiencies, such as overinvestment in projects with low or negative net present
value. This finding highlights the agency cost of free cash flow, where excess liquidity
can be misused by managers for empire-building or personal motives, ultimately
reducing investment quality.

3. Tax avoidance and investment efficiency: Tax avoidance had a significant positive
direct effect on investment efficiency. By lowering tax liabilities, companies could
reallocate financial resources toward profitable investment opportunities, thus
improving the efficiency of capital allocation. This confirms the traditional view that
tax avoidance can be a value-enhancing strategy when managed prudently.

4. Mediating role of cash holdings: The Sobel test confirmed that cash holdings mediate
the relationship between tax avoidance and investment efficiency. While tax avoidance
directly improved investment efficiency, its influence was also transmitted through
changes in cash policies. Specifically, firms practicing higher tax avoidance tended to
reduce unnecessary cash accumulation, which indirectly strengthened investment
efficiency by limiting wasteful liquidity storage.

Conclusion: This study concludes that tax avoidance, when strategically executed, can
enhance investment efficiency by providing firms with additional financial flexibility and
reducing dependency on costly external financing. However, excessive cash holdings weaken
investment efficiency, as they increase the likelihood of inefficient managerial decisions and
misallocation of resources. The mediating role of cash holdings reveals that firms with strong
tax avoidance strategies tend to balance their liquidity needs more effectively, thereby
minimizing agency costs and maximizing investment productivity.
The Iranian economic environment, characterized by volatility, currency fluctuations, and
inflation, further underscores the importance of effective tax planning and liquidity
management. Companies must carefully design their tax and cash-holding strategies to avoid
overaccumulation of idle funds while simultaneously safeguarding against financial risks.
These findings emphasize that tax avoidance can be a double-edged sword: while it reduces
financial constraints, it also raises governance and transparency issues that need careful
monitoring.

Value of the Article: This research contributes to the academic literature and practice in
several ways. First, it extends prior international studies on tax avoidance and investment
efficiency by providing robust evidence from an emerging market economy with unique
regulatory and economic conditions. The findings reveal that, unlike developed markets where
tax avoidance is often associated with opacity and risk, in Iran it may serve as a vital financial
strategy to offset macroeconomic uncertainty. Second, by highlighting the mediating role of
cash holdings, the study enriches theoretical understanding of how internal liquidity
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management interacts with tax strategies to shape investment outcomes. This dual focus
addresses gaps in prior literature that typically considered tax avoidance and cash holdings
separately. Third, the study provides practical implications for corporate managers, regulators,
and investors. Managers are encouraged to pursue legal and transparent tax planning strategies
to improve investment outcomes while avoiding excessive cash hoarding that undermines
efficiency. Regulators can use these insights to balance anti-avoidance measures with
incentives for productive reinvestment of tax savings. For investors, the results signal that tax-
avoiding firms may exhibit superior investment efficiency, but only when governance
mechanisms ensure proper utilization of liquidity. Finally, the research offers a timely
perspective for Iranian companies operating under economic instability, presenting actionable
guidance on how to navigate financial constraints and maintain competitiveness through
effective fiscal and cash management policies.
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