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Abstract:

This study aims to examine the impact of different financing methods on the performance of pharmaceutical companies listed
on the Tehran Stock Exchange. The research is applied in purpose, post-event in methodology, and descriptive-correlational
in nature. The statistical population included 38 pharmaceutical companies listed on the Tehran Stock Exchange during 2019—
2023. Financial data were collected from financial statements and the CODAL system. Multiple regression analysis was
conducted using EViews software. Firm performance was measured through return on assets (ROA) and return on equity
(ROE), while financing methods (internal financing, external financing, and retained earnings) were considered as
independent variables. The results indicated that financing methods significantly affect firm performance. External financing
had a positive and significant effect on ROE, while internal financing had a negative and significant impact. Retained earnings
also negatively influenced ROE. Regarding ROA, both internal and external financing showed significant negative effects,
whereas retained earnings exerted a positive and significant effect. The findings suggest that adopting an optimal
combination of internal and external financing sources plays a critical role in enhancing the performance of pharmaceutical
companies. Balanced financing strategies can strengthen profitability, financial sustainability, and competitiveness.
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Extended Abstract

Introduction

The issue of financing has long been a central theme in financial management research, especially in industries with high
investment needs such as pharmaceuticals. Pharmaceutical companies, due to their research and development intensity,
high capital costs, and long product development cycles, rely heavily on effective financing strategies to ensure sustainability
and competitiveness. The availability and type of financing not only determine the short-term liquidity of firms but also shape
their long-term growth trajectories and innovation capacity (Saei et al., 2025). In emerging markets, where macroeconomic
volatility and institutional constraints are prevalent, the choice between internal and external financing becomes particularly
critical (Veisi et al., 2024).

Extensive literature emphasizes that firms face a trade-off between internal and external sources of financing. Internal
financing, such as retained earnings, is often less risky but limited in scale, while external financing through debt or equity
issuance can provide larger capital inflows but exposes firms to repayment risks, agency costs, and market volatility (Choi &
Suh, 2017; Chul & Pincus, 2017). Prior studies indicate that these financing decisions have measurable effects on firm
performance metrics, including return on equity (ROE) and return on assets (ROA). In fact, the balance between financing
methods is a determinant of firm value maximization (Basdekis et al., 2023).

In the context of Iran, pharmaceutical firms face compounded challenges. The pharmaceutical industry is strategic, being
directly linked to public health, but it is also exposed to international sanctions, inflationary pressures, and exchange rate
fluctuations (Rahmani Norouzabad et al., 2020). Research highlights that companies in such environments often adopt hybrid
financing models to navigate financial restrictions and sustain profitability (Noei Moghadam et al., 2020). In addition, market
dynamics such as investor sentiment and managerial behavior influence the efficiency of financing strategies, particularly
under conditions of uncertainty (Qin et al., 2024).

Global evidence adds further depth to this debate. Studies from Pakistan and Jordan, for example, demonstrate that debt
financing can either enhance or undermine performance depending on the level of leverage and liquidity management
practices (Ahmad Abdelrahim et al., 2021; Nazir et al., 2021). Similarly, research in Korea has shown that the origin of debt
affects investment efficiency, suggesting that not all external financing channels are equally beneficial (Heung & Hyun, 2021).
Other work in emerging and developed markets emphasizes that excessive reliance on debt increases bankruptcy risks, while
a balanced mix of financing sources contributes to resilience during crises (Cole & Sokolyk, 2022; Conti et al., 2019).

From a theoretical perspective, capital structure models propose that firms should design financing strategies that
minimize the cost of capital and maximize shareholder wealth (Cao et al., 2019; Kimiagari & Nabavi, 2018). However, empirical
studies show heterogeneity across sectors. For example, research on insurance firms in Ecuador indicated that profitability
determinants vary across life and non-life companies, reinforcing the importance of sector-specific analysis (Camino-Mogro
& Bermudez-Barrezueta, 2019). In the pharmaceutical sector, financing decisions not only affect profitability but also the
ability to invest in long-term R&D, which has strategic implications for national healthcare (Abdollahiyan Tehran et al., 2022).

Taken together, prior research suggests that while financing methods are universally relevant, their impacts are context-
dependent. Given the critical importance of pharmaceutical firms in Iran’s healthcare system and the financial challenges
they face, it is necessary to examine how financing methods shape firm performance. This study therefore investigates the

effect of internal financing, external financing, and retained earnings on the performance of pharmaceutical companies listed
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on the Tehran Stock Exchange during the period 2019-2023. The results contribute to both theory and practice by clarifying
which financing strategies are most effective under conditions of economic turbulence.

Methods and Materials

This research is applied in purpose, descriptive-correlational in design, and post-event in methodology, as it is based on
historical financial data. The statistical population consisted of 38 pharmaceutical companies listed on the Tehran Stock
Exchange during 2019-2023. Data were collected from annual financial statements and the CODAL system.

The dependent variables were firm performance indicators: return on equity (ROE) and return on assets (ROA).
Independent variables included internal financing, external financing, and retained earnings, while firm size and the market-
to-book ratio were included as control variables.

Data preparation was conducted using Excel, while EViews software was employed for econometric analysis. Multiple
regression models with panel data and fixed effects were applied, following diagnostic tests such as the Hausman and F-Limer
tests. To address heteroscedasticity, generalized least squares (GLS) estimation was used.

Findings

The descriptive analysis indicated moderate variability in firm performance measures, with ROE and ROA showing
considerable dispersion across firms. The regression diagnostics confirmed the suitability of fixed-effects panel models.

The first hypothesis tested the effect of financing methods on ROE. Results showed that external financing had a positive
and significant impact on ROE, while internal financing demonstrated a negative and significant effect. Retained earnings also
had a negative effect on ROE, though less pronounced than internal financing. Firm size was positively associated with ROE,
whereas the market-to-book ratio showed no significant relationship.

The second hypothesis examined the effect of financing methods on ROA. Findings revealed that external financing had a
negative and significant impact on ROA, as did internal financing. Conversely, retained earnings exerted a positive and
significant effect on ROA. Firm size again showed a positive relationship with ROA, while the market-to-book ratio remained
insignificant.

Overall, the models exhibited acceptable explanatory power, with adjusted R-squared values of 0.50 for the ROE model
and 0.65 for the ROA model. The significance of the F-statistics confirmed the robustness of the results.

Discussion and Conclusion

The results underscore the complex role of financing methods in shaping firm performance. The positive effect of external
financing on ROE suggests that debt and equity financing can enhance shareholder returns, especially when companies seek
to fund high-risk, innovation-driven projects typical of the pharmaceutical industry. This finding is aligned with the literature
that highlights the growth-stimulating role of external financing in emerging markets (Shahabi Shojaei et al., 2022; Shirkhahlo
& Kazemi, 2023). At the same time, the negative association of external financing with ROA reflects the financial burden
imposed by debt repayment and interest expenses, supporting evidence that over-leverage reduces asset efficiency (Aziz &
Abbas, 2020; Samo & Murad, 2020).

The negative impact of internal financing on both ROE and ROA points to the limitations of relying solely on internal
resources in a context characterized by inflation and restricted liquidity. This is consistent with the argument that internal

financing, while safer, may constrain growth when external funding opportunities are available (Chul & Pincus, 2017; Rahmani
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Norouzabad et al., 2020). The contrasting positive effect of retained earnings on ROA indicates that accumulated profits,
when reinvested, can enhance asset utilization, thereby sustaining long-term stability (Fianto et al., 2021; Yu et al., 2023).

These results align with international evidence showing that the performance implications of financing depend on leverage
levels, liquidity management, and sector-specific dynamics. For instance, debt financing has been found to support firm
profitability under certain conditions in Pakistan and Jordan (Ahmad Abdelrahim et al., 2021; Nazir et al., 2021), while in Korea
the efficiency of investment varies with the source of debt (Heung & Hyun, 2021). Similarly, studies in Europe emphasize the
existence of an optimal debt ratio beyond which profitability declines (Basdekis et al., 2023). The current findings confirm
that Iranian pharmaceutical firms must navigate these trade-offs carefully, especially under the pressures of sanctions and
economic instability.

Theoretically, the results reinforce capital structure theories advocating a balanced approach to financing. They highlight
that neither internal nor external financing alone is sufficient; rather, a hybrid strategy is required to optimize performance
(Cao et al., 2019; Kimiagari & Nabavi, 2018). Practically, the findings suggest that pharmaceutical companies should design
financing policies that diversify funding sources, leverage external capital for expansion, and rely on retained earnings for
stability. Policymakers can also support the industry by facilitating access to external financing instruments through
regulatory reforms and capital market development (Esmailzadeh & Amiri, 2015; Farmanara et al., 2019).

In conclusion, the study demonstrates that financing methods significantly affect the performance of pharmaceutical
companies listed on the Tehran Stock Exchange. While external financing boosts shareholder returns, it undermines asset
efficiency, whereas retained earnings support long-term stability. Internal financing alone is insufficient and may even hinder
growth. The findings highlight the necessity for firms to adopt balanced financing strategies that combine internal and

external resources, tailored to the specific challenges of Iran’s economic and institutional environment.
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