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Objective: The study aims to examine the moderating role of liquidity in the
relationship between financial leverage, firm size, and profitability among
firms listed on the Tehran Stock Exchange.

Methodology: This fundamental and correlational study included 550 listed
firms from 2018 to 2024, of which 150 were selected through systematic
elimination. Data were analyzed using panel regression with EViews 13.
Model selection was conducted via Chow, Hausman, and Lagrange multiplier
tests to ensure robustness.

Findings: The results indicated that financial leverage had a significant
negative effect on profitability, while firm size showed a significant positive
effect. Liquidity also exhibited a significant positive effect on profitability.
However, liquidity did not moderate the relationship between firm size and
profitability, though it amplified the negative effect of leverage on profitability
when included as an interaction term.

Conclusion: Firm size and capital structure are the primary determinants of
profitability, while liquidity plays only a limited moderating role. These
findings highlight the importance of operational efficiency and strategic
resource management, suggesting that high liquidity alone does not guarantee
sustainable profitability.
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EXTENDED ABSTRACT
Introduction

Profitability has consistently been regarded as one of the most critical indicators of firm
performance, reflecting not only the efficiency of management in utilizing resources but also the capacity
of firms to create long-term value for shareholders. The determinants of profitability have attracted
significant scholarly attention, particularly the effects of financial leverage, firm size, and liquidity. These
three variables have been central in corporate finance research due to their direct impact on firm value,
earnings quality, and financial sustainability (Brigham & Houston, 2020).

Capital structure, typically measured by leverage ratios, directly influences the cost of capital and
financial risk. While moderate leverage can provide tax shields and improve returns, excessive reliance
on debt increases the likelihood of financial distress and reduces profitability (Hirdinis, 2019; Muhammad
et al., 2023). Empirical evidence demonstrates that in emerging markets, including Iran and Indonesia,
firms with higher leverage often exhibit weaker financial performance due to limited access to low-cost
financing and vulnerability to economic fluctuations (Ismail, 2016; Madushanka & Jathurika, 2018).

Firm size is another essential determinant of profitability. Larger firms typically enjoy economies
of scale, greater market power, and enhanced access to capital markets, all of which strengthen their
profitability prospects (Lestari, 2023; Makhdalena, 2018). Research shows that firm size not only affects
profitability directly but also plays a moderating role in the relationship between leverage and firm value
(Hadian Ghahfarrokhi & Bani Talebi Dehkerdi, 2023; Natsir & Yusbardini, 2020). Additionally, larger firms are
often better positioned to withstand external shocks and maintain stable performance, providing a stronger
signal of resilience to investors (Yulianson & Hastuti, 2024; Yulianti & Waworuntu, 2025).

Liquidity, defined as a firm’s ability to meet its short-term obligations, is often considered a
cornerstone of financial health. Adequate liquidity reduces financial pressure, facilitates investment
opportunities, and enhances operational efficiency (Nugraha et al., 2020; Rajak, 2022). However, the role of
liquidity is complex: while high liquidity supports profitability by reducing default risk, excess cash
holdings may indicate inefficient resource utilization (Bimo et al., 2024; Purwantoro & Suhartono, 2024).
Some studies argue that liquidity may act as a moderating variable, altering the strength and direction of
the relationship between leverage, firm size, and profitability (Inrawan et al., 2025; Safitri & Amin, 2024).

Despite extensive research, the interplay among these variables remains debated. Some findings
suggest that liquidity enhances the positive effects of firm size while mitigating the adverse impact of
leverage (Aslani & Markazian, 2022; Rezazadeh Hir & Moghadamnia, 2024), while other evidence indicates
that liquidity does not significantly moderate these relationships (Rachmawati, 2025; Saudicha & Kautsar,
2024). Moreover, prior studies highlight the importance of contextual factors such as industry
characteristics, regulatory environments, and macroeconomic volatility in shaping these dynamics
(Baghbani Boroujeni et al., 2020; Javan & Esmaeili, 2020; Mohammadzadeh, 2021).

Given these inconsistencies, this study aims to provide empirical insights into the moderating role
of liquidity in the relationship between financial leverage, firm size, and profitability using evidence from
companies listed on the Tehran Stock Exchange. By incorporating panel data from a broad sample of
firms, the study not only enriches theoretical discourse but also offers practical implications for managers,

policymakers, and investors operating in emerging markets.



Methods and Materials

This research adopts a quantitative, correlational design to explore the relationships between
financial leverage, firm size, liquidity, and profitability. The study population consisted of 550 companies
listed on the Tehran Stock Exchange between 2018 and 2024. Applying a systematic elimination method,
150 firms were selected, resulting in 1500 firm-year observations.

Profitability was measured using Return on Assets (ROA), reflecting a firm’s efficiency in
generating net income relative to its total assets. Financial leverage was captured through the Debt-to-
Equity Ratio (DER), while firm size was measured as the natural logarithm of total assets. Liquidity was
proxied by the current ratio (CR), representing current assets relative to current liabilities.

The study employed panel regression analysis using EViews 13 software. Model specification
tests, including Chow, Hausman, and Lagrange Multiplier tests, were applied to determine the appropriate
regression framework. Diagnostic checks such as Jarque-Bera, Durbin-Watson, and F-statistics ensured
model validity. Five hypotheses were tested:

1. Financial leverage negatively affects profitability.
Firm size positively affects profitability.
Liquidity positively affects profitability.
Liquidity moderates the effect of financial leverage on profitability.

nh W

Liquidity moderates the effect of firm size on profitability.
Findings
The analysis revealed several key results. First, financial leverage had a significant negative impact
on profitability. Firms with higher debt levels experienced lower ROA, confirming that excessive reliance
on debt reduces financial performance. Second, firm size exhibited a positive and significant effect on
profitability. Larger firms demonstrated higher ROA, consistent with the notion of economies of scale and
greater resource access.

Third, liquidity was found to have a direct positive and significant impact on profitability. Firms
with higher current ratios were better able to meet short-term obligations and generate returns on assets.

Fourth, liquidity was shown to moderate the relationship between financial leverage and
profitability. Specifically, the negative impact of leverage on profitability was stronger in firms with
higher liquidity levels, suggesting that excess liquidity may exacerbate the adverse effects of debt by
encouraging riskier financial decisions.

Finally, liquidity did not moderate the relationship between firm size and profitability. Although
larger firms were more profitable, liquidity levels did not significantly alter this relationship.

Discussion and Conclusion

The findings of this study contribute to the ongoing discourse on the determinants of profitability
by highlighting the nuanced role of liquidity. The observed negative impact of financial leverage on
profitability aligns with prior evidence from emerging and developed markets, which emphasized the
dangers of excessive debt (Hirdinis, 2019; Muhammad et al., 2023). This result also corroborates classical
financial theory, which suggests that while moderate leverage can provide tax benefits, higher debt
burdens ultimately increase financial risk and reduce profitability (Brigham & Houston, 2020).

The positive relationship between firm size and profitability is consistent with earlier research
underscoring the advantages of economies of scale and resource diversification (Lestari, 2023; Makhdalena,
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2018). Studies in both Indonesian and Iranian contexts confirm that larger firms enjoy stronger market
positions and more efficient cost structures, thereby enhancing profitability (Hadian Ghahfarrokhi & Bani
Talebi Dehkerdi, 2023; Natsir & Yusbardini, 2020).

The direct positive impact of liquidity on profitability resonates with earlier studies that
highlighted the importance of maintaining sufficient cash flow to reduce financial distress and seize
investment opportunities (Nugraha et al., 2020; Rajak, 2022). However, the finding that liquidity intensifies
the negative effect of leverage on profitability presents an interesting paradox. Rather than mitigating
financial risk, high liquidity may incentivize managers to pursue riskier debt-financed strategies,
ultimately worsening profitability outcomes. This observation echoes findings from studies that cautioned
against excessive cash holdings, which may lead to inefficient capital allocation and agency problems
(Bimo et al., 2024; Purwantoro & Suhartono, 2024).

Finally, the absence of a moderating effect of liquidity in the firm size-profitability relationship
suggests that the benefits of larger firm size are robust, independent of liquidity levels. This result aligns
with studies reporting that liquidity does not always enhance structural advantages associated with firm
size (Rachmawati, 2025; Safitri & Amin, 2024).

In conclusion, this study demonstrates that profitability is influenced by an intricate interplay of
financial leverage, firm size, and liquidity. While firm size remains a consistent driver of profitability, and
liquidity directly improves financial performance, their interaction with leverage highlights the risks
associated with excessive reliance on debt. These findings carry significant implications for corporate
managers seeking to balance liquidity management with capital structure decisions, as well as for investors

and policymakers evaluating firm stability in emerging markets.
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