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Abstract

Drought, as one of the most significant environmental hazards, can influence
firms’ financial decisions and opportunistic behaviors. This study aims to
examine the impact of drought intensity on corporate tax avoidance and to
investigate the moderating role of corporate governance quality in this
relationship. To test the hypotheses, data from 137 firms listed on the Tehran
Stock Exchange over the period 2011-2024 (equivalent to 1,918 firm-year
observations) were analyzed using multiple regression based on panel data.
The findings indicated that higher drought intensity significantly increases
corporate tax avoidance, and this effect is more pronounced in
water-intensive industries. Moreover, stronger corporate governance
mitigates the positive relationship between drought intensity and tax
avoidance. Overall, the results suggest that environmental pressures can
intensify firms’ incentives for opportunistic tax behaviors, whereas
enhancing corporate governance mechanisms can partially restrain this
effect. Accordingly, it is recommended that firms and regulatory bodies
strengthen governance quality—particularly in water-intensive sectors—to
help reduce tax avoidance during periods of drought.
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Extended Abstract

1. Introduction
Natural disasters leave significant negative

impacts on economies, and affected companies
often resort to various methods to conserve cash
flow during periods of stress. While previous
research has shown that companies actively
adjust their financial strategies, such as cash
holding and financial leverage, to mitigate the
adverse effects of natural disasters (Eshaghi et
al., 2025), the literature on how companies might
adjust their tax behavior during natural disaster
shocks remains largely unanswered. Therefore,
the present study examines the impact of drought
intensity on corporate tax avoidance. Findings
from previous literature suggest that companies
often adjust their tax strategies in response to
external shocks, such as regulatory changes and
financial crises (Richardson et al., 2015). It is
argued that companies affected by drought likely
face a dilemma: whether to mitigate adverse cash
flow effects by resorting to higher levels of tax
avoidance, or to be more altruistic in their tax
behavior (Adrian et al., 2023). Drought is
considered one of the most devastating natural
disasters for an economy (Eshaghi et al., 1404).
Recent academic research has documented that
drought significantly increases a company’s cost
of capital (Huynh et al., 2020) and also leads to
increased auditing costs (Truong et al., 2020).
Previous research in the literature on tax
avoidance has predominantly focused on “firm-
level” characteristics as determinants of tax
avoidance. For example, studies examining the
relationship between firm size and tax avoidance
(Gupta & Newberry, 1997) have found mixed
evidence. Other studies suggest that a company’s
international operations, family ownership,
reward structure, business strategy, and political
connections are significantly related to corporate
tax avoidance (Adrian et al., 2023). Some recent
studies have concentrated on corporate
governance characteristics as determinants of tax

avoidance. For instance, Desai and Dharmapala
(2006) and Armstrong et al. (2015) have used
various governance metrics to investigate
corporate tax avoidance behavior. Recently,
existing studies in this area of literature have
shown an increasing interest in the role and
individual impact of executives on tax avoidance.

2. Research Methodology

The present study is classified as descriptive and
correlational research in terms of its nature and
uses the regression analysis method. Its statistical
method is also regression analysis. The data and
information used are historical and post-event.
The research data were collected through the
registered information of companies listed on the
Tehran Stock Exchange in the Kodal system. The
research hypotheses were tested based on mixed
data using multivariate regression models and
EViews software.

3. Research Findings

Descriptive statistics of the research variables are
presented in Table 4. Tax avoidance, as the
dependent variable of the research, has a mean of
0.050. The minimum and maximum values for
this variable are -0.158 and 0.472, respectively.
Drought, as the independent variable of the
research, has a mean of -0.378, indicating that
Iran experienced relatively severe drought during
the research period. The Return on Assets (ROA)
shows that, on average, 1 Toman of return is
generated from every 20 Tomans of a company’s
available assets. Furthermore, the mean and
median of financial leverage are 0.547 and 0.511,
respectively, which are within a reasonable range,
suggesting that companies, in general, have had a
good debt structure, with 54% of the companies’
financial resources being financed through debt.

4. Conclusion

In recent years, with the intensification of climate
change and the frequent occurrence of
phenomena such as drought, the necessity of
analyzing the effects of these environmental
crises on the economic and financial behaviors of
companies has become more apparent than ever.
This research, focusing on drought as one of
Iran’s most significant chronic environmental
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threats, seeks to illuminate the link between the
intensity of this phenomenon and corporate tax
behaviors, while simultaneously examining
corporate governance quality as an internal
moderating mechanism. The research findings
indicate that an increase in drought intensity is
associated with a significant rise in the level of
tax avoidance, which is consistent with the
findings of Eshaghi et al. (1404) and Adrian et al.
(2025). Specifically, in companies operating in
water-intensive industries, the impact of drought
on tax avoidance is significant, whereas in
companies operating in less water-intensive
industries, drought did not show a significant
impact on tax avoidance. This finding can be
explained within the framework of opportunistic
behavior theories and the risk-based perspective.
When financial pressures arising from factors
such as disruptions in resource supply and

increased production costs intensify, companies,
especially those in water-intensive industries, are
motivated to preserve their profit margins by
employing tax avoidance methods.
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