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Abstract

This paper extends the post-Keynesian model of the firm to an open-economy context to
investigate the determinants of firms’ target profit rates in developing and emerging economies
(DEEs) and the ways in which these rates have been affected by the financialisation
phenomenon. Our findings show that firms’ intrinsic vulnerabilities, persistent risks, and tighter
financial constraints—stemming from the hierarchical structure of the international monetary
system—Iead to structurally higher target profit rates in DEEs compared to those in advanced
economies. At the microeconomic level, we show that financialisation, in the form of increasing
foreign indebtedness, can induce the firm to raise profitability targets through the finance,
preference, and distribution transmission channels. Moreover, by establishing the link between
the microeconomic effects of financialisation with its macroeconomic implications, we identify
the conditions under which the changes in firm behaviour induced by financialisation generate
either the same macroeconomic outcomes or micro-macro fallacies, giving rise to a paradox
of profits, a paradox of growth, a paradox of risk and a paradox of liquidity.
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1. Introduction

There is growing evidence that the minimum rate of profit at which companies are willing to
invest has remained high and relatively stable over the last twenty years or more (Edwards &
Lane, 2020; Gormsen & Huber, 2024; JP Morgan, 2016; Sharpe & Suarez, 2021). In post-
Keynesian theory, this rate of profit is determined by the various constraints that firms face
during their growth process, including not only financial constraints but also those related to
competition, knowledge, technology and labour costs (Lavoie, 2022; Wood, 1975).
Furthermore, with the rise of financialisation and the spread of the shareholder value
orientation among firms in advanced economies (AEs), profitability targets have been also
shaped by shareholders’ demands (Lavoie, 2022; Stockhammer, 2004).

The post-Keynesian model of the firm, which represents under the so called finance and
expansion frontiers the main constraints the firm face in its growth process, has been
extensively used to illustrate how corporate financialisation has shaped target profit rates and
investment decisions in AEs (Dallery, 2009; Lavoie, 2022; Rabinovich, 2019; Stockhammer,
2004; Hein & Van Treeck, 2010; Feiner Solis, 2021). This framework operates under two main
assumptions: either managers retain some power over the firm’s strategies, albeit constrained
by shareholder's demands, or the objectives of the firm align with those of the shareholders,
who prioritize short-term profitability over long-term expansion. These new strategies have
been interpreted in the model through changes in the parameters of the finance and expansion
frontier or in managers’ utility function, which affects the targeted point on the expansion
frontier and reflects firms’ stronger commitment to profitability.

Furthermore, post-Keynesian authors have emphasized the importance of establishing a link
between the microeconomic aspects of financialisation and its macroeconomic implications,
as these dynamics ultimately shape the finance and expansion frontiers faced by firms (Hein
& Van Treeck, 2010; Dallery, 2009; Dallery & Van Treeck, 2009). For instance, if all firms
increase dividend payouts to shareholders, the effect on aggregate demand and capital
accumulation can be either positive or negative, depending on various factors, such as the
reliance of investment on internal sources of finance and its sensitivity to profitability levels,
and the propensity to consume of rentiers, to whom income is redistributed via dividends and
interest payments (Hein & Van Treeck, 2010). If overall aggregate demand declines as a result
of shareholder rising power, it might be harder for the individual firm to achieve its profitability
goals as its expansion frontier shift downward due to the lower rate of capacity utilization
(Dallery, 2009).

To examine these micro—macroeconomic links of financialisation, Hein & Van Treeck (2010)
propose to integrate the channels through which financialisation influences the behaviour of
the firm, namely the internal means of finance, preference, and distribution channel, into
Kaleckian models of growth and distribution. Through this approach, they examine how the
equilibrium values of capital accumulation, capacity utilization, and the profit rate vary when
shareholder power increases. This framework gives rise to three distinct accumulation
regimes— ‘contractive,” ‘profit-without-investment,” and ‘finance-led growth’—each of which
reshapes firms’ financial and expansion frontiers and generate either micro—macro identities
or paradoxes, when the firm’s targets are not realized once the macroeconomic feedbacks of
its changing behaviour are taken into account.



However, in the context of DEEs, the relationship between firms’ target profit rates and
financialization remains largely unexplored, both at the theoretical and empirical level.
Investigating these issues is crucial for at least two reasons. First, firms in DEEs face more
severe financing constraints stemming from the hierarchies imbedded in the international
monetary and financial system (Andrade & Prates, 2013, Kaltenbrunner & Painceira, 2015).
These include higher borrowing costs, liabilities denominated in foreign currencies, greater
reliance on internal funds, exposure to exchange rate volatility and the need to maintain high
margins of safety to cope with macroeconomic instability, among other factors. The traditional
post-Keynesian model of the firm does not account for these specific features of DEE firms,
which are likely to play a significant role in shaping both target profit rates and investment
decisions. Second, financialisation manifests differently in these economies. While the
shareholder value orientation is a dominant feature in AEs, it plays a far less prominent role in
DEEs (Torija Zane & Gottschalk, 2018). Instead, the international dimension of financialisation
is of key importance, as DEE firms have become increasingly integrated into global financial
markets (Allami & Cibils, 2024; Kaltenbrunner et al., 2024; Lampa et al., 2022; Bortz &
Kaltenbrunner, 2018). These authors highlight the surge in external borrowing denominated in
foreign currency and the growing accumulation of financial assets—including cash holdings
and portfolio dollarisation—as key features of corporate financialisation in DEEs. Therefore,
the mechanisms through which financialisation can affect firm behaviour and shape target
profit rates in DEEs differ significantly from those identified for AE firms.

This paper seeks to address the existing research gap by investigating the main determinants
of firms’ target profit rates in DEEs, and the channels through which financialisation may affect
firms’ investment decisions and profitability requirements at both the microeconomic and
macroeconomic levels. To this end, we follow the approach applied by Hein & Van Treeck
(2010) for the case of AE firms and we extend these analyses for the case of DEE firms.

We first extend the post-Keynesian model of the firm to an open-economy context to
incorporate the specific financial constraints faced by DEE firms, which are emphasized by
the literature of currency hierarchies. We then introduce financialisation into the model, with
particular emphasis on the effects of increased foreign indebtedness on the behaviour of the
firm. At the microeconomic level, we revise the three channels of financialisation—finance,
preference, and distribution—originally identified by Hein and Van Treeck (2010). We argue
that higher levels of foreign debt shape the firm’s investment decision and target profit rate
through these channels, albeit the way they operate differ significantly from those observed in
AE firms. Finally, we turn to the macroeconomic implications of rising private external debt and
we examine the link between the changes in firm behaviour and these aggregate outcomes.
For this purpose, we integrate the finance and preference channels into a framework of
alternative macroeconomic regimes, as identified by Bortz et al. (2018). These regimes are
defined by the impact of increasing external debt—driven by lax global risk perceptions—on
the equilibrium levels of capacity utilisation and the wage share under a Kaleckian model of
growth and distribution for an open economy. By doing so, we aim to assess how the
implications of rising private external borrowing for income distribution and aggregate demand
affect the firm’s finance and expansion frontiers—thereby influencing its target profit rates and
capital accumulation paths. Moreover, we identify the conditions under which micro-macro
identities or paradoxes arise.

Our central hypothesis is that high target profit rates observed in DEE firms do not necessarily
reflect shareholder pressures, as is typically the case in AEs, but rather reflect firms’ structural
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vulnerabilities and persistent risks associated with the hierarchical structure of the
international monetary and financial system. Financialisation—in the form of rising foreign
indebtedness and portfolio dollarisation—increases firms’ financial fragility and costs, which
include not only debt servicing costs but also costs of holding unproductive resources in the
form of liquid assets for precautionary motives. This, in turn, can further tighten their financing
constraints and expand their expansion frontier if they are able to pass higher costs into prices
through higher mark-ups, ultimately leading to higher target profit rates and lower
accumulation rates.

The structure of the paper is as follows. Section 2 explores the determinants of the firm’s target
profit rate in DEEs. It begins by presenting the traditional post-Keynesian model of the firm
and then introduces a revised version of the finance frontier that accounts for the specific
financial constraints faced by firms in DEEs. Section 3 analyses the microeconomic channels
through which financialisation affects the firm’s investment decisions and target profit rate.
That is, we first adopt the perspective of the individual firm, assuming that other firms do not
change their behaviour, in order to examine how the firm’s increasing foreign indebtedness
has triggered changes in its financial decisions and objectives. Section 4 presents the
macroeconomic implications of financialisation, focusing on the effects of rising (private)
foreign debt on aggregate demand and the profit share. We then investigates the micro—
macroeconomic links of financialisation by integrating the finance and preference transmission
channels into the alternative macroeconomic regimes proposed by Bortz et al. (2018). Section
5 summarises the findings and concludes.

2. Target Profit Rates and Investment Decisions in Post-Keynesian Theory
2.1 The Post-Keynesian Model of the Firm

In post-Keynesian theory, there is general agreement that the ultimate objective of the firm is
to obtain power (Wood, 1975; Lavoie, 2022). In a world of uncertainty, power enables the firm
to influence the environment in which it operates, including its social, economic, and political
spheres, as well as to secure access to information, finance, and markets. Since larger firms
tend to wield greater control over markets and society, achieving high growth rates becomes
the final goal of the post-Keynesian firm (Lavoie, 2022).

Although growth strategies and investment decisions are primarily driven by demand, they are
also constrained by required profitability, i.e. a minimum rate of profit at which firms are willing
to invest (Wood, 1975; Lavoie, 2022; Crotty, 1992). Post-Keynesians argue that this target
rate of profit is determined by the firm’s financial constraints, its ability to control input and
labour costs, enhance market power, manage competition, and acquire knowledge and
technology. In the model of the firm, these determinants are represented by the ‘finance
frontier’ and the ‘expansion frontier’, as referred to by Lavoie (2022).

The finance frontier indicates the rate of profit required to finance a given growth rate. From
both Kaleckian and Minskyan perspectives, profits, in the form of retained earnings, enable
financing-constrained firms to undertake their investment plans (Lavoie, 2022; Fazzari et al.,
1988). Kalecki (1937)’s principle of increasing risk emphasizes the importance of internal
finance not only to compensate for the borrowing limits imposed by lenders and borrowers but
also to extend these limits —for instance, by enhancing creditworthiness. Due to uncertainty
about future outcomes and the returns of investment projects, creditors make their lending
decisions based on firms’ historical performance and profitability (Lavoie, 2022). Thus,
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profitability becomes a prerequisite for accessing external finance, including bond and equity
markets. In addition, the firm faces internal constraints based on its own degree of risk
aversion. To reduce the risk of insolvency associated with high leverage ratios and potential
earnings volatility, the firm often limits borrowing and prefer to finance a portion of its
investments through internal funds.

Furthermore, internally generated funds, such as retained earnings and cash flows, have a
cost advantage over borrowing and equity financing (Fazzari et al., 1988). The authors
emphasize the role of asymmetric information in debt and equity markets as a key factor
explaining differences in financing costs at the firm level: as finance providers cannot perfectly
assess the profitability of firms’ investment opportunities, small and medium-size firms face
higher costs for both debt and new equity issuance and have less access to bond market and
bank lending compared to mature and high-dividend-paying firms. Empirically, Fazzari et al.
(1988) show that the financial structure of the firm plays a key role in explaining differences in
investment behaviour among firms as investment levels are highly sensitive to firms’ cash
flows and liquidity holdings.

Following Lavoie (2022), the finance constraint of the firm can be expressed as:
I+ fel=xI+ s; (P— igB+ irF)+ BB (1)

Firms invest in physical assets (I) and a proportion f; of tangible investments in financial
assets. These investments are financed by the issue of new shares (xI), new debt (BB) or by
internal funds — as a proportion sy of profits is retained after interest payments (izB) and
income received from financial asset (irF). Assuming a long run equilibrium growth path, with
constant debt-to-capital and financial asset-to-capital ratios, and dividing through by capital
(K), we obtain the long-run finance frontier of the firm:

(1—x—-1+f¢) (2)

St

r=(igl —ipfp) + g

This equation shows that the required rate of profit (r) increases with the interest rate on
borrowed capital (ig), the share of investment in financial assets (f;), and the proportion of
investment financed internally (1-x-1). Conversely, it decreases with higher leverage (1), greater
equity financing (x), a higher retention ratio (s¢), and interest on financial assets (i). Moreover,
the higher the rate of growth of the firm (g), the higher the rate of profit required by the firm.

Figure 1, which represents the finance and expansion frontier of the firm, illustrates the positive
relationship between capital accumulation and firms’ required rate of profit reflected in the
finance frontier. That is to say, the faster a firm wants to grow, the higher the rate of profit
needed to finance its capital investments, holding other factors of equation (2) as constant.
Furthermore, changes in the firm’s financial decisions, as well as changes in the cost of debt,
will result in shifts of the finance frontier. For instance, an increase in the interest rate on
borrowed capital will raise firms’ debt servicing costs, the finance frontier will shift upwards
and the firm will now require a higher profit rate to finance a given rate of growth.



Figure 1: The Traditional Post-Keynesian Firm
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The expansion frontier reflects the maximum rate of profit a firm can achieve for a given growth
rate. Following Dallery (2009), the expansion frontier can be expressed as:

I ny y u
=TIV T v 3

where 7 denotes the profit share, u is the rate of utilization of the firm’s productive capacity
and v is the ratio of capital stock to full-capacity output. While forces affecting the growth-profit
trade-off at the microeconomic level determine the shape of the expansion frontier, its position
depends on macroeconomic factors affecting the firm’s profit margin, such as the level of
competition in the market, the bargaining power of workers and the rate of capacity utilization
(Dallery, 2009).

At the microeconomic level, the upward-sloping portion of the expansion frontier reflects
productivity gains as the firm invests and adopts more efficient production technologies. For
low rates of growth, capital investment contributes to reduce unit costs, and the firm is able to
increase its profit margins, and thus the rate of profit, without raising prices. Moreover,
temporary monopoly rents from diversification into new markets can also contribute to higher
rates of profit. However, as the firm grows faster, the relationship between capital accumulation
and profit rate reverses. This is known as the Penrose effect, which illustrates the limitations
faced by the firm in handling higher rates of expansion (Lavoie, 2022). These limitations arise
from both the higher costs of training new managers within the organization, and the
increasing risks associated with external expansion, particularly when the firm seeks to
diversify into new markets and products of which it has little knowledge. Furthermore, Wood
(1975: 66) highlights the higher costs incurred by the firm when it seeks to further expand
internally. In this case, the firm often engages in non-price forms of competition to increase its
market share, which raises costs related to advertising, innovation and research and
development. This increases unit costs, reducing the profit margin and, consequently, the rate
of profit.

The position of the expansion frontier depends on the firm’s chosen standard rate of capacity
utilization and on macroeconomic influences on the profit margin, such as the level of market
competition and workers’ bargaining power (Dallery, 2009). For instance, a higher degree of
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market concentration or lower bargaining power of workers can lead to a higher profit margin
and expanded expansion frontier for the individual firm, assuming that the behaviour of other
firms remains constant.

Since we are dealing with a growth-maximizing firm, the intersection of the finance and
expansion frontiers indicates the point at which the firm will decide to operate. At this point,
the firm invests as much as allowed by its financial constraint and the factors influencing its
expansion frontier. As shown in Figure 1, a post-Keynesian firm will growth at a rate “g*” and
target a profit rate equal to “r*”, which coincides with the required rate of profit given by the
finance frontier’.

2.2 Financing Constraints in DEEs: Revisiting the Post-Keynesian Model of the Firm

When applying the post-Keynesian model of the firm to DEEs, it is essential to account for
additional factors stemming from the hierarchical structure of the international monetary and
financial system that affect the firm’s financing constraint. The relationship between global
monetary asymmetries and financing constraints in DEEs has been largely explored by the
literature of currency hierarchy (Alami et al., 2023; Andrade & Prates, 2013; de Paula et al.,
2017; De Paula et al., 2024). Based on Keynes' theory of liquidity preference, this literature
posits that the international monetary system encompasses a hierarchy of currencies based
on their liquidity premiums. The liquidity premium depends on the currency’s ability to perform
domestically and internationally the functions of money, particularly the unit of account and
store of value. The currency offering the highest liquidity premium sits at the top of the pyramid,
currently represented by the US dollar, while at the bottom are the currencies of DEEs, which
are characterized by lower liquidity premiums (Andrade & Prates, 2013).

Being at the bottom of the currency hierarchy not only constrains domestic macroeconomic
policies but also has significant implications for financial vulnerability and instability (Andrade
& Prates, 2013; Bortz & Kaltenbrunner, 2018). A direct manifestation of these global
asymmetries is the high volatility of capital flows and their impact on both exchange rates and
interest rate policies. The low liquidity premium of DEE currencies makes them targets for
short-term and speculative capital flows within an international financial system where cross-
border financial flows are primarily determined by the monetary policy in advanced economies,
the VIX?, which reflects investors risk aversion and uncertainty, and international investors’
liquidity preferences (Andrade & Prates, 2013; Rey, 2013; Abraham et al., 2020). Restricted
monetary policies in developed economies and a high degree of risk aversion and liquidity
preference of investors are associated to increasing capital outflows from DEEs. As a result,
DEEs are exposed to a high degree of vulnerability as any change in international financial
conditions can trigger capital flight toward currencies with higher liquidity premiums—the so-
called ‘flight to safety’ (Andrade & Prates, 2013). Furthermore, because capital flows tend to
be large relative to the size of domestic financial systems, they have the potential to
significantly influence asset prices in DEEs, including the exchange rate, whose fluctuations
are primarily driven by cross-border flows (Kaltenbrunner, 2015; Andrade & Prates, 2013).
Consequently, central bankers’ policies in DEEs are highly influenced and constrained by the

L Firms’ target profit rate may diverge from the required rate of profit, represented in the finance frontier,
particularly in the financialisation period, as we will see in Section 3, when firms do not necessarily aim
to maximize growth.

2The VIX, which stands for “Chicago Board Options Exchange Market Volatility Index”, is a measure of
the expected volatility of S&P 500 index options.



monetary policy of AEs, as they are often compelled to set higher interest rates to maintain
demand for their currencies and prevent excessive fluctuations in the exchange rate.

Global monetary hierarchies are further reflected in the inability of DEE actors to borrow
abroad in domestic currency, as well as in the necessity for DEE central banks to accumulate
international reserves (Eichengreen et al., 2023; Andrade & Prates, 2013). With a currency
mismatch in their balance sheets, DEEs are highly vulnerable to fluctuations of the exchange
rate, which increase the burden of the foreign currency denominated debt and impose
significant financial risks for the whole economy, as foreign currency liabilities do not only
affect the public sector but also the corporate financial and non-financial sector. As Andrade &
Prates (2013) claim, this financial risk together with the implications of exchange rate
fluctuations on domestic prices, underline the ‘fear of floating’ in DEEs. To avoid fluctuations
of the exchange rate and its consequences for financial instability, DEEs hold high levels of
international reserves, that expand the capacity of central bankers to intervene in foreign
exchange markets and provide foreign liquidity during episodes of sudden capital outflows.
However, maintaining such reserves entails a significant opportunity cost: not only could these
resources be deployed for productive investment, but the returns on reserve holdings are very
low. Similarly, DEE firms must hold foreign-currency-denominated financial assets to hedge
against the currency mismatches arising from external debt obligations—a practice particularly
important for importing firms and those operating in non-tradable sectors.

To account for these factors, we need to extend the post-Keynesian model of the firm to an
open-economy context. Both sources and uses of funds of equation (1) must be adjusted.
Regarding sources of funds, it is necessary to distinguish between borrowing costs in
international and domestic financial markets, while also accounting for the currency
denomination of external debt and the effect of exchange rate on the firm’s debt service
payments. Regarding the uses of funds, it is important to differentiate between investment in
low-yielding and foreign currency-denominated financial assets, which reflect the need to
hedge against currency mismatches, and high-yield financial assets in domestic currency.

The finance constraint of the firm in (1) then becomes as following:
I+ f*¢le+ ffl=xI+ sp[P—if B*— (iz+ p)B* e +iffF* + izF*e| + B(B*e + BY) (4)

Thus, DEE firms invest a proportion f*; of investment in physical assets in low-yielding and
foreign currency-denominated financial assets (F*), that yield a return (in domestic currency)
equal to i*z e, where ‘e’ is the exchange rate; and a proportion f4; in high interest-bearing
financial assets in domestic currency (F9), with a return equal to i%s. Moreover, DEEs firms
borrow from the domestic financial market (BY) at an interest rate i%g and from international
financial markets (B*) at an interest rate given by (i*g + p); where i*g is the foreign interest
rate and p represents the country risk premium.

It is important to emphasize the exogenous factors affecting f*¢ and B* in the model, namely
the decisions to invest in foreign-currency-denominated financial assets and to increase
external borrowing. We assume that the firm will allocate a higher proportion of its investments
to low-yielding, foreign currency-denominated financial assets when the differential between
returns on domestic and foreign financial assets narrows and, more importantly, when the
firm’s external leverage ratio is higher, as this increases currency mismatches. Moreover, as
emphasized in the post-Keynesian literature, debt issued in international financial markets (B*)
largely depends on the monetary policy of AEs and the degree of risk aversion of international
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investors. Therefore, accommodative monetary policies in AEs and lax global risk perceptions
tend to increase the external debt level of the firm.

Dividing equation (4) through by capital (K), we obtain the finance frontier:

(A—x-Te— 194 fd¢ + fpe)
S¢

r=[iglt+ @z +p)le— ifff — ipffel+g (5)
The novelty of equation (5), compared to equation (2), lies in the fact that the DEE firm requires
a higher profit rate the higher the foreign interest rate, the country risk premium, the share of
foreign-currency financial investments (reflecting portfolio dollarization), and the more
depreciated domestic currency, as a higher exchange rate increases debt servicing costs and,
consequently, the profit rate required to finance any given rate of capital accumulation.

Figure 2 illustrates the tighter finance constraints of the DEE firm stemming from global
monetary and financial asymmetries. Particularly, they reflect higher borrowing costs, a greater
reliance on internal financing—due to both underdeveloped domestic financial markets and
relatively limited access to international capital markets—and heightened exposure to
exchange rate fluctuations, both operationally and on the balance sheet. Moreover, they also
reflect the higher margin of safety that a DEE firm needs to set to mitigate the risk of insolvency
or financial instability. This can entail limiting borrowing—particularly foreign currency-
denominated external debt— as well as higher holdings of liquid financial assets, primarily in
the form of cash and foreign currency deposits to reduce currency mismatches. Consequently,
as depicted in Figure 2, a growth-maximizing firm in a DEE will invest less and target a higher
profit rate than a firm in an advanced economy. This also implies that, for all growth rates, the
DEE firm requires a higher profit rate than its AE counterpart to finance its investment
strategies.

Figure 2: Target Profit Rate and Investment Decisions: DEE and AE Firm Compared
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3. Financialisation and Target Profit Rates: A Microeconomic Perspective

The post-Keynesian model of the firm has been extensively used to illustrate how
financialization has influenced the firm’s investment decisions and target profit rate in
advanced economies, primarily through the phenomenon of shareholder value orientation
(SVO) (Dallery, 2009; Lavoie, 2022; Rabinovich, 2019; Stockhammer, 2004; Hein & Van
Treeck, 2010; Feiner Solis, 2021). Within this framework, the firm either remains growth-
oriented, albeit constrained by shareholder demands, or fully aligns its objectives with
shareholder interests, prioritizing short-term profitability over long-term expansion and growth.
In both cases, financialization reshapes the firm’s financial and growth strategy, leading to a
lower accumulation rate and higher target profit rate.

From the perspective of the individual firm, Hein and Van Treeck (2010) highlights two main
channels through which financialization influences firm behaviour. The first one is the internal
means of finance channel, which reflects the tightening of financing constraints as the firm
responds to shareholder pressures for higher dividend payouts, increased leverage to raise
the return on equity, and share buybacks. While the firm still prioritizes growth, these practices
reduce the internal funds available for investment. Consequently, the firm invests less and
requires a higher rate of profit compared to the pre-financialisation period. The second channel
is the preference channel, whereby managers become more profit-oriented as their
compensation is increasingly tied to firm profitability and financial market performance. That
is to say, the objective of the firm changes as managers prioritize higher profitability levels
rather than long-term growth. As a result, the firm will no longer operate at the point of
intersection between the finance and expansion frontiers. Instead, it moves along the
expansion frontier and operates above its finance frontier, which allows the firm to increase
free cash flows to be used to distribute dividends and engage in share buybacks.

Furthermore, the authors add the possibility of a third channel, the distribution channel,
through which the firm passes on to prices the costs of higher interest and dividend payments
to rentiers and shareholders, respectively. As the authors claim, the increase in mark-ups is
possible if the market power of the firm increases with financialisation. This might be the case
when good markets become more concentrated —for instance, as a consequence of mergers
and acquisition and hostile takeovers— and workers’ bargaining power is weakened — as
institutional changes allow managers to deflect shareholder pressure onto workers, primarily
by reducing labour costs and downsizing the workforce.

In DEEs, however, financialization manifests differently. While the shareholder value
orientation phenomenon is less prevalent, the international dimension of financialisation plays
a much more prominent role (Torija Zane & Gottschalk, 2018; Bortz & Kaltenbrunner, 2018).
In the following sections, we argue that financialisation may have also shaped the DEE firm
behaviour through the finance, preference, and distribution channels. However, the nature and
functioning of these channels differ significantly from those identified by Hein and Van Treeck
(2010) in the context of AEs.

3.1 The Financialisation of DEE Firms: The Relevance of the International Dimension

Various factors pose a significant obstacle to the diffusion of the shareholder value logic in
DEEs. Torija Zane & Gottschalk (2018) highlights the highly concentrated ownership structure
of firms, the reliance on non-voting shares, which restricts shareholders' direct influence over
company decisions, the relatively underdeveloped domestic financial markets in DEEs, which



are characterized by low levels of stock capitalization and liquidity, and the dominant role of
the state as the primary shareholder in companies operating in strategic sectors.

In contrast, post-Keynesian authors attribute a prominent role to the international dimension
of financialization in DEEs, according to which the expansion of finance is related to a set of
external factors, such as capital flows, global liquidity and the existence of a global financial
cycle (Bortz, 2018; Alami et al., 2023; Bortz & Kaltenbrunner, 2018). At the firm level, the
financialisation phenomena has been related to the firm’s rising involvement with
(international) financial markets, both in the asset and liability side of its balance sheet
(Kaltenbrunner & Painceira, 2015; Vernengo & Perez Caldentey, 2021; Bortz & Kaltenbrunner,
2018; Perez Artica & Rabinovich, 2023; CEPAL, 2019; Lampa et al., 2022). On the liability
side, DEEs firms have significantly increased their external borrowing in the last two decades,
including not only cross-border banking lending but also international bond issuance and
intercompany loans (Abraham et al., 2020; IMF, 2022). The characteristic of DEEs firms’
external borrowing, namely short-term and denominated in foreign currency, have increased
maturity and currency mismatches in their balance sheets, and therefore their financial
exposure (IMF, 2022). Moreover, increased borrowing has not translated into higher levels of
productive investment. In contrast, on the asset side, DEE firms have significantly increased
their cash and short-term financial investments, including highly liquid assets and cash
holdings in foreign currency (Abraham et al., 2020; Vernengo & Perez Caldentey, 2021;
Kaltenbrunner & Painceira, 2015; Perez Artica & Rabinovich, 2023; Lampa et al., 2022).

Some authors argue that these changing financial practices have been driven by speculative
and profit-seeking motives (Hardy & Saffie, 2019; Bruno & Shin, 2017; Kaltenbrunner &
Painceira, 2015; Vernengo & Perez Caldentey, 2021; CEPAL, 2019). For example, Bruno &
Shin (2017) suggest that DEE firms’ international corporate debt has been linked to carry trade
operations, where firms borrow in dollars abroad to invest in domestic currency assets, taking
advantage of high domestic interest rates and favourable exchange rate movements. Similarly,
Vernengo & Perez Caldentey (2021) and CEPAL (2019: 187) claim that firms have become
financial intermediaries by issuing bonds in international bond markets and channelling those
funds through intercompany loans rather than using them for investment in the real sector. In
this regard, CEPAL (2019: 187) also argues that there is empirical evidence indicating that
intercompany debts have been used to accumulate liquidity and fund short-term investments.
Additionally, Kaltenbrunner & Painceira (2015) argue that firms' activities in local derivative
markets to hedge export earnings have been speculative on some occasions, aiming to profit
from potential exchange rate fluctuations.

However, many authors challenge this narrative, arguing that firms’ changing behaviour reflect
the hierarchies embedded in the international monetary and financial system, and the
subordinate position that DEEs occupy within it (Kaltenbrunner et al., 2024; Lampa et al.,
2022; Perez Artica & Rabinovich, 2023). In this sense, Kaltenbrunner et al. (2024, p. 3)
contend that, contrary to speculative or profit-seeking motivations, the “dynamics of
international borrowing have been driven predominantly by conditions in international financial
markets, as loose monetary conditions allowed ECE firms to access international financial
markets”. There is broad agreement that accommodative monetary policies in AEs following
the global financial crisis significantly contributed to the rise in private foreign debt in DEEs,
including among non-financial corporations (Abraham et al., 2020; CEPAL, 2019; Fernandez
et al., 2018). As Kaltenbrunner et al. (2024) argue, DEE firms take the opportunity to borrow
abroad when possible because international financial markets often offer cheaper and longer-
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term funding than domestic financial markets. Moreover, the authors show that DEE firms
have often incurred significant financial losses from international borrowing, with liability
payments frequently exceeding earnings from financial assets.

Furthermore, many authors contend that the growing accumulation of liquid assets—including
cash and foreign currency-denominated assets— has been mainly driven by precautionary
motives, as firms seek to protect themselves from macroeconomic and financial vulnerabilities
(Kaltenbrunner et al., 2024; Perez Artica et al., 2019; Lampa et al., 2022; Schorr & Wainer,
2020). As the authors claim, this also reflects the global monetary and financial hierarchies as
DEE firms are often compelled to issue high-yielding bonds while simultaneously holding
highly liquid, low-yielding financial assets as a buffer against volatile economic conditions and
to mitigate the risk of financial instability. In this regard, CEPAL (2018: 151) argues that there
is a non-linear relationship between cash flows (derived from bond issuance in international
financial markets) and investment. The authors contend that beyond a certain leverage ratio
threshold, cash flow and investment exhibit a negative relationship, as firms become more
financially constrained and thus prefer to increase their cash holdings to safeguard against
liquidity shortages and potential insolvency. Similarly, Perez Artica et al. (2019)’ findings reveal
there is a positive correlation between firms’ degree of exposure to exchange rate fluctuations
and cash holdings. Perez Artica & Rabinovich (2023) also found that exchange rate volatility
has a significant positive impact on firms’ cash holdings. In a similar vein, Lampa et al (2022)
and Pesce & Feldman (2023) highlight the precautionary motive behind firms’ portfolio
dollarisation.

3.2 Revisiting the Finance, Preference, and Distribution Channels for the DEE Firm

Given the way financialisation manifests in DEEs, we focus on the mechanisms through which
a higher external leverage ratio, driven by lax global risk perceptions, has shaped the
behaviour of the firm, influencing its investment decisions and target profit rate.

From the perspective of the individual firm, Figure 3 illustrates the effects of rising external
debt using the post-Keynesian model of the firm with the revised finance frontier (equation
(5)). As it can be seen in equation (5), a higher external debt-to-capital ratio (I*) has two
opposing effects on the finance frontier of the firm. On one hand, the slope of the finance
frontier decreases, enabling the firm to increase capital investment. With greater access to
external borrowing, the firm requires a lower profit rate to sustain a given growth rate, as a
larger share of funding can be sourced externally rather than from internal resources. As
shown in Figure 3, the finance frontier flattens, represented by the dashed curve (FF;),
indicating a loosening of the firm’s financial constraint. On the other hand, a higher external
debt-to-capital ratio implies that debt servicing payments increase, represented by the term
[(ig"+p) I"e] in equation (5). Therefore, as interest costs on foreign debt stock rise, the firm
loses internal means of finance. The higher debt servicing payments shift the finance frontier
upward (FF';) and the overall effect on capital accumulation and target profit rate is unclear.
The firm’s final finance frontier may lie either at point B, with a higher rate of growth and a
lower target profit rate, or above point A, at point C, if interest costs are sufficiently high,
thereby leading to a lower level of capital accumulation and higher target profit rate.
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Figure 3: Lax Global Risk Perceptions and Rising Foreign Indebtedness at the Firm Level
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Source: own depiction based on Dallery (2009)

Empirical evidence shows that companies have accumulated external debt in excess of what
is necessary to finance their productive investment needs and that capital investment has not
increased as expected (CEPAL, 2019, 2018; Abraham et al., 2020; Perez Artica et al., 2017).
In this context, we argue that rising foreign indebtedness has influenced the investment
decisions and target profit rate of the firm through the finance, preference, and distribution
channels, as originally identified by Hein and Van Treeck (2010). However, we propose an
alternative interpretation of these channels that captures the distinct dynamics of DEEs.

Through the finance channel, the firm loses internal means of finance as its debt-servicing
costs increase and because it diverts a substantial portion of external debt away from
productive investment toward the acquisition of new financial assets. In contrast to the AE firm,
which often incurs debt to boost returns on equity, higher indebtedness of the DEE firm is
largely driven by shifts in international financial market conditions that expand access to
external credit. As the literature on financialization emphasizes, the firm often seizes such
opportunities even when it does not have an immediate need to invest, motivated by the
prospect of securing cheaper financing than what is available in domestic markets. Moreover,
the acquisition of financial assets does not necessarily reflect the pursuit of short-term and
high returns driven by shareholder pressure, as is often suggested by the financial turn of
accumulation hypothesis (Rabinovich, 2019). Rather, as argued above, it highlights intrinsic
vulnerabilities of the DEE firm, which is compelled to engage in active portfolio management
and portfolio dollarisation as a precautionary strategy to guarantee a certain degree of stability
in a context of macroeconomic volatility.

The finance channel is illustrated in Figure 4. Initially, in the pre-financialisation period, the firm
is positioned at point A, in the intersection of its expansion (EFy) and finance frontier (FFg).
With the increased in the external leverage ratio, not only debt servicing payments rise, as it
was shown in Figure 3, but also the firm increases the proportion of investments allocated to
financial assets (that is f4; and f*¢ in equation (5)), further restricting internal means of finance.
When we account for both effects, the higher interest costs on foreign debt stock and the
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higher proportion of investments allocated to financial assets, the overall results correspond
to a tighter financial constraint for the firm. As illustrated in Figure 4, the finance frontier shifts
upwards to FF; and the firm operates at point B, with a lower rate of capital accumulation
(g1) and a higher target profit rate (r;) compared to the pre-financialisation period. Moreover,
the higher the proportion of low-yielding and foreign currency—denominated financial assets
(f*¢), the stronger the upward movement of the finance frontier, as the income generated from
these financial investments is lower.

It is important to note that, as in Hein & Van Treeck (2010), the firm continues to prioritize
growth over profits when the finance channel is at play. The higher target profit rate and lower
capital accumulation rate do not indicate a shift in the firm’s goals but rather reflect the tighter
financial constraints it faces due to increased debt servicing costs and the need to allocate a
higher proportion of investment to financial assets for precautionary motives when the external
leverage ratio rises.

Figure 4: The Finance Channel
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In contrast, the preference channel of influence of financialisation implies a shift in the firm's
main objective: an increase in the external leverage ratio weakens its commitment to growth
while heightening concerns about financial stability. In this sense, under the preference
channel, the firm becomes more profit-oriented and focused on increasing free cash flows.
Contrary to what has been argued for the AE firm, the pursuit of high profitability and free cash
flows does not necessarily reflect stronger shareholder pressure to raise dividend payments
or conduct share buybacks nor changes in managers’ remunerations (Dallery, 2009; Hein &
Van Treeck, 2010; Stockhammer, 2004). We argue that, while the pursuit of higher free cash
flows may also serve to repatriate profits to headquarters located abroad—a common practice
among multinational corporations operating in DEEs (Lampa et al., 2022)— the primary
motivation is related to the need to ensure debt repayment and maintain high margins of
safety, in the form of liquidity holdings. In a context of elevated external leverage and
macroeconomic instability, including exchange rate volatility, this is necessary to reduce
financial distress. In other words, the DEE firm may prioritize financial stability over growth
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objectives, leading it to raise its target profit rate — to secure higher free cash flows— and
reduce investment via the preference channel.

Figure 5 illustrates the effects of the preference channel. Initially operating at point A, the
increase in the firm’ external leverage ratio results in a flatter finance frontier (dashed curve),
which also shifts upward to FF, due to rising debt-servicing costs®. However, instead of
operating at point B—where it would maximize growth and stretch its financial capabilities to
the limit— the firm moves along the expansion frontier and operates above the finance frontier,
at a point between D, in which it would maximize free cash-flows, and point B. The firm targets
now a higher profit rate that allows it to increase its free cash flows, which are indicated by the
growing gap between the finance and expansion frontier. We assume, for the sake of
simplicity, that the firm keeps these free cash flows in liquid form and that it does not earn
interest on them.

Various factors may influence the firm's decision to operate at point D, C, or any other position
between point D and B. One key determinant is the level of the external leverage ratio. As
highlighted by CEPAL (2018: 151), beyond a certain leverage threshold, concerns over
financial stability are likely to intensify, prompting the firm to operate farther from point B. That
is to say, the higher the external debt-to-capital ratio of the firm, the higher the amount of free
cash-flows the firm will want to maintain in liquid form for precautionary motives and debt-
repayment. Additionally, firm size and the distinction between exporters and importers may
play a decisive role. In this regard, larger and exporting firms are not only more likely to access
foreign debt, but also better equipped to manage currency mismatches and access to
derivative markets to hedge foreign exchange risk (Kaltenbrunner et al., 2024). As a result, a
large and exporter firm may exhibit a stronger preference for growth, positioning it further from
point D than a small, non-exporting firm, which faces greater exposure to financial risks.
Furthermore, the level of development of domestic financial markets may also play a crucial
role. In countries with more developed financial markets, firms have greater access to
instruments for hedging currency risk than firms in less developed financial markets, which
face limited and costlier hedging options. Therefore, the less developed the domestic financial
market, the further away the company will be from point B.

3 We could also assume that a higher external leverage ratio, and consequently higher debt-servicing
costs, shifts the firm’s finance frontier even further, positioning it above point A (as illustrated in Figure
3, point C). For simplicity, however, only one scenario is illustrated in Figure 5.
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Figure 5: The Preference Channel
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Finally, through the distribution channel, the firm with market power will attempt to raise its
mark-ups in response to both the higher borrowing costs stemming from external debt and the
cost of holding "unproductive resources"—namely, highly liquid and foreign currency-
denominated financial assets that yield low returns (Schorr & Wainer, 2020; Bortz et al., 2018).
In a context of exchange rate and interest rate volatility, combined with high uncertainty about
future debt costs, rollover options and access to international financial markets, the firm tends
to increase its margins of safety by expanding its liquidity holdings. These liquidity buffers,
particularly those denominated in foreign currency, represent a cost for the firm; a cost that it
is willing to incur to reduce the risk of financial distress. When these costs together with debt
servicing costs become permanent, the firm may attempt to pass them on to prices through
higher mark-ups. If financial liberalization is accompanied by institutional changes in the labour
market or higher unemployment that reduced workers’ bargaining power or by increased
concentration in the product market that enhances market power, the firm will succeed in
increasing its profit margin and shifting the burden of higher costs onto workers through price
adjustments.

As depicted in Figure 6, the distributional channel is illustrated by an upward shift of the
expansion frontier. A firm with market power increases its mark-ups and, consequently, its
profit margins, thereby raising the maximum profit rate attainable for all rates of capital
accumulation. When represented together with the finance channel, the distribution channel
implies that now the firm can continue with the same growth strategy (g*) as in the pre-
financialisation period, but with a higher target profit rate (r;).
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Figure 6: The Distribution Channel
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To sum up, the three channels of influence of financialisation explored show that DEE firm’s
increasing involvement with international financial markets can lead to higher target profit rates
and lower capital accumulation rates at the microeconomic level. By increasing its financial
investments, targeting higher free cash flows, or raising mark-ups, the firm increases its
profitability target as a protection from persistent risks. These risks stem from the external
vulnerabilities of the economy, including exchange rate and interest rate volatility and
unpredictable shifts in global financial conditions, that can affect future incomes and debt
repayment capacity. Rather than reflecting shareholder pressures for higher profitability, a
higher target profit rate of the DEE firm during the financialisation period reflects the increasing
vulnerabilities and the ‘costs’ the firm must bear in exchange for greater security in a highly
uncertain and unstable context.

4. The Micro-Macroeconomic Links of Financialisation

Post-Keynesians authors have integrated the microeconomic aspects of financialisation with
their implications at the macroeconomic level, as these dynamics can ultimately affect the
expansion and finance frontiers faced by firms (Hein & Van Treeck, 2010; Dallery, 2009;
Dallery & Van Treeck, 2009). Hein & Van Treeck (2010) integrate the finance and preference
channels of influence of financialisation into Kaleckian models of growth and distribution. By
treating shareholder power as an exogenous variable, they examine how the equilibrium
values of capital accumulation, capacity utilization, and the profit rate vary in the model when
dividend payouts increase. Through this approach, the authors identify three distinct possible
accumulation regimes —the ‘contractive,” ‘profit-without-investment,” and ‘finance-led growth’
regimes— which ultimately affect firms’ finance and expansion frontier. Moreover, they
examine the conditions that generate either micro-macro identities or paradoxes.

This section extends these analyses to the case of DEEs by examining the macroeconomic
consequences of rising private foreign debt. Specifically, we integrate the finance and
preference channels of influence of financialisation with the alternative macroeconomic
regimes, as identified by Bortz et al. (2018), which emerge based on the effects of rising
external debt on income distribution and aggregate demand. With this analysis, we aim to
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uncover not only how the firm’s finance and expansion frontiers are affected once the
macroeconomic feedback of firm behaviour is taken into account, but also the conditions under
which micro—macro identities or paradoxes arise.

4.1 Macroeconomic Implications of Rising External Debt in Foreign Currency

In Bortz et al. (2018), the effects of foreign indebtedness on income distribution and aggregate
demand in DEEs are analysed through a Kaleckian model of growth and distribution for an
open economy. The authors treat global risk perceptions as an exogenous variable that
influences the level of foreign debt and analyse the case of laxer global risk perceptions
leading to increased external debt, which in turn affects the rate of capacity utilization and the
wage share —the two other endogenous variables in the model alongside foreign debt.

Foreign indebtedness affects aggregate demand mainly through its impact on investment and
the current account. Investment is not only a function of capacity utilization and profitability but
is also influenced by the level of foreign debt. On one side, a higher external debt-to-capital
ratio raises debt servicing costs and increases firms’ balance sheet exposure, negatively
affecting investment. On the other side, rising foreign debt tends to appreciate the exchange
rate and lower the cost of borrowing (in domestic currency) as well as the cost of imported
inputs, thereby exerting a positive effect on investment. Regarding the current account, a more
appreciated exchange rate can worsen the trade balance by reducing external price
competitiveness and weakening foreign demand, depending on whether the Marshall-Lerner
condition holds. However, it also makes debt servicing cheaper (measured in domestic
currency) and thus reduces the current account deficit. The net effect of rising foreign
indebtedness on both investment and the current account will therefore depend on the relative
strength of these opposing forces.

In addition, foreign indebtedness affects income distribution by exerting pressure on mark-ups
(Bortz et al., 2018). Higher levels of foreign debt push firms to pass on increased debt servicing
costs to prices, thereby reducing the wage share. However, an appreciated exchange rate can
ease cost pressures and intensify foreign competition in the tradable sector, which tends to
lower prices and increase the wage share. Whether the overall effect on the wage share is
positive or negative depends on the relative strength of these two opposing forces: the
inflationary pressure from debt servicing costs versus the disinflationary effects of exchange
rate appreciation.

Based on the different possible effects of an increase in foreign indebtedness in aggregate
demand and income distribution, Bortz et al. (2018) identify alternative finance (debt-led vs.
debt-burdened) and distributional (debt-service-led vs. exchange-rate-driven) regimes. The
financial regimes are determined by the effect of foreign debt on economic activity. In a debt-
burdened regime, an increase in foreign debt negatively affects the rate of capacity utilization
at the macroeconomic level. Investment declines, indicating that the negative balance sheet
effects outweigh any positive impact on investment from exchange rate appreciation, but also
external demand decreases due to the deterioration of external competitiveness. On the
contrary, if the regime is debt-led, an increase in foreign debt boosts economic activity. In this
case, the positive impact of an appreciated exchange rate on investment, by lowering the
costs of borrowing and imported inputs and capital goods, outweighs the negative effects of a
higher debt-servicing on firms' investment and the adverse impact of a deteriorated price
external competitiveness on foreign demand. Distributional regimes are determined by the
effect of foreign debt on income distribution. In a debt-service-driven regime, firms are able to

17



raise their mark-ups and pass debt-servicing costs onto prices. Consequently, real wages
decline and the profit share goes up. In contrast, under an exchange-rate-driven regime, rising
foreign debt can positively affect the wage share by reducing inflation as the exchange rate
appreciates.

Moreover, the authors also find three combinations of these regimes that are conducive to
stability: i) the normal case, which combines a debt-service-driven regime with a debt-
burdened financial regime; ii) the puzzling case, characterized by an exchange rate-driven
and debt-led regime; and iii) the conciliating-debt case, which combines an exchange rate-
driven distribution regime with a debt-burdened financial regime. All these regime
combinations are compatible with a wage-led and profit-led demand regime. Table 1
summarizes the stable regime combinations and respective macroeconomic regimes.

Table 1: Alternative Macroeconomic Regime Combinations

Stable regime Regimes Definition
combinations
Normal regime Debt-service driven The profit share increases with rising
external debt
Debt-burdened Aggregate demand declines with rising
external debt
Conciliated-debt Exchange-rate driven The profit share declines with rising
regime external debt
Debt-burdened Aggregate demand declines with rising
external debt
Puzzling regime Exchange-rate driven The profit share declines with rising
external debt
Debt-led Aggregate demand increases with rising

external debt

Source: author’s elaboration based on Bortz et al. (2018)

The first regime combination is referred to as ‘normal’ because it describes the commonly
observed implications of foreign indebtedness for DEEs found in the literature, in which a rise
in external debt leaves the economy highly vulnerable to financial crises with detrimental
consequences for economic growth and income distribution (Reinhart & Reinhart; 2009;
Cimoli et al., 2016; Kohler, 2019; Bortz et al., 2018; Abraham et al., 2020). On the contrary,
positive effects of foreign indebtedness on medium- and long-run growth, as expected in the
puzzling case, are less likely to occur according to these authors.

Bortz et al. (2018) argue that the puzzling regime could only be associated with the very initial
expansionary phase of a global financial cycle, during which favourable external conditions
stimulate cross-border credit growth, and the resulting appreciated exchange rate positively
influences economic activity and is used as a tool to reduce inflation. Nevertheless, the nature
of this external borrowing—often short-term and denominated in foreign currency— increases
external vulnerabilities of the whole economy. In this context, the negative effects of debt
servicing on firms’ investment decisions and the current account eventually outweigh the initial
benefits of a stronger domestic currency. The economy then shifts into a conciliated-debt
regime, where exchange rate appreciation is insufficient to sustain aggregate demand,
primarily because of its negative impact on foreign demand and the central role played by the
current account in driving aggregate demand in DEEs. In the medium run, the economy
becomes trapped in the normal regime, as growing external imbalances render it highly
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vulnerable to shifts in international financial conditions, potentially triggering capital flow
reversals, currency depreciation, financial crises, and a further decline in the growth rate.

4.2 The Micro- and Macroeconomics Effects of Financialisation

To investigating the micro-macro links of financialisation, we integrate the finance and
preference transmission channels with the alternative macroeconomic regime combinations
identified by Bortz et al. (2018). This enable us to identify both how the macroeconomic
implications of financialisation affect the finance and expansion frontiers of the firm and,
consequently, investment decisions and target profit rates, and the conditions under which
micro—macro identities or fallacies are generated.

The macroeconomic effects of financialisation influence the firm through their impact on both
the expansion and finance frontier. As shown in equation (3), which represents the firm's
expansion frontier, the implications of increasing private foreign debt for aggregate demand
and income distribution affect the maximum rate of profit a firm can achieve, as they alter the
parameter u and m, which represent the rate of capacity utilization and the profit share,
respectively. For instance, if rising private external debt lead to a decline in aggregate demand,
the firm will face a less favourable expansion frontier. Since the rate of capacity utilization goes
down, the firm will be able to obtain a lower rate of profit for a given rate of growth and its
profitability target will not be realized. A similar outcome occurs if the wage share rises with
increasing private foreign debt due to the stronger disinflationary effect of an appreciated
exchange rate, as predicted by the puzzling regime. In this case, the profit share of the
economy falls, firms cannot pass rising costs onto workers, and profit margins are
compressed. Again, once we consider the macroeconomic feedback of firm behaviour, we find
that the firm’s target profit rate is not realised, as its expansion frontier shifts downward.

Moreover, as argued in Section 3, a persistent feature of financialisation in DEEs is portfolio
dollarisation. Although Bortz et al. (2018)’ model focuses on the macroeconomic implications
of rising foreign debt triggered by lax global risk perceptions, it can be argued that, at the
macroeconomic level, increased demand for hard currency can depreciate the domestic
currency, thereby raising the burden of foreign-currency-denominated debt. Exchange rate
depreciation and the resulting higher debt-servicing costs tighten finance constraints of the
firm, as indicated by the term [(ig + p)l*e] of the finance frontier (equation (5)). Consequently,
the firm will require a higher profit rate than initially target to finance any given capital
accumulation rate.

4.2.1 The Normal Regime and the Finance and Preference Channels

Figures 7 and 8 illustrate the micro-macroeconomic links of rising foreign indebtedness when
financialisation influences the firm through the finance and preference channel, respectively,
and the economy is in the normal regime, i.e. aggregate demand and the wage share declines
with an increase in private foreign debt.

As shown in equation 3 of the expansion frontier, a lower rate of capacity utilization reduces
the maximum rate of profit a firm can achieve for any given rate of growth. Conversely, a higher
profit share has the opposite effect, as firms’ profit margins increase because they are able to
pass on increasing borrowing costs to prices through higher mark-ups. The first effect leads
to a downward shift of the expansion frontier (I u), while the second effect increases the
expansion frontier (T ), ultimately shifting the frontier back to its original position (EF,). The
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final outcome depends on the economy’s demand regime: in a wage-led economy, the decline
in the wage share further decreases the rate of capacity utilization, resulting in a downward
shift of the expansion frontier, while in a in a profit-led economy, the expansion frontier shifts
upward again due to the higher rate of capacity utilization derived from an increased in the
profit share.

Figure 7 illustrates these micro-macro links when financialisation influences the firm through
the finance channel. Points A and B on the graph represent the pre-financialisation period and
the effect of financialisation through the finance channel, respectively (this applies to all graphs
illustrating the finance channel). In a wage-led demand regime, the firm ends up operating at
point C, with a lower rate of profit and accumulation rate (r; and g, ) than initially targeted (point
B). A paradox of profits arises: at the microeconomic level, the rising foreign debt induces the
firm to reduce investment and increase the target profit rate but, at the macroeconomic level,
rising private foreign debt reduces aggregate demand to such an extent that the realized rate
of profit decreases. That is, firms face a less favourable expansion frontier, allowing them to
obtain lower rates of profits than initially expected for all rates of growth.

In a profit-led economy, in contrast, the firm operates at point D, with a more favourable
expansion frontier, resulting in a higher profit rate and accumulation rate (r, and g,). This case
reveals a paradox of growth: the firm reduce growth expectations at the microeconomic level
(point B) but at the macroeconomic level the higher profit share in the economy, as a result of
a rising private foreign debt, stimulates aggregate demand and the firm increases its rate of
capacity utilization, leading to a higher accumulation rate.

Figure 7: The Normal Regime and the Finance Channel

{L
Profit rate
(r)

FFy

~ —
N EF profit-ied

demand regime
EFq

EF wage-ted

demand regime

- $ Accumulation rate
9 g' g, (g)

Source: own depiction based on Dallery (2009)

Moreover, Figure 7 illustrates the case in which the increasing cash holdings and financial
assets are denominated in foreign currency. In this case, the high demand for hard currency
tends to depreciate the exchange rate and, as liabilities are denominated in foreign currency,
the burden of the debt will rise for all firms. Higher external borrowing costs, reflected in the
term [(ip + p)l*e], will further tighten the firm’s finance frontier, shifting it upward to FF,. This
induces the firm to operate at point E or F, if the economy is profit-led or wage-led, respectively.
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In both cases, the firm’s target profit rate increases, even compared to a situation without
portfolio dollarization, due to the more restricted financing constraints. There is therefore a
micro—macro identity with respect to growth and profit rates: both at the micro and
macroeconomic level, the accumulation rate falls while the profit rate increases. Nonetheless,
financial risk may intensify as debt servicing costs rise and investment declines, undermining
the firm’s capacity to meet debt obligations. Therefore, a paradox of risk emerges: at the
microeconomic level, the firm dollarizes its asset portfolios to reduce currency mismatch and
reduce the risk of insolvency but, at the macroeconomic level, this behavior contributes to
greater external sector imbalances and exchange rate depreciation, which increases the
burden of the debt denominated in foreign currency, ultimately heightening firms’ overall
financial exposure.

The combination of a normal regime with the preference channel is depicted in Figure 8. It
illustrates a case in which rising foreign debt leads the firm to operate at point C at the
microeconomic level, to generate free cash flows equal to the vertical distance between point
C and FF;. If the demand regime is profit-led, firms will face a more favourable frontier as the
profit share increases in the normal regime. The firm will then operate at point E, with a higher
profit rate and greater free cash flows than initially targeted. There is therefore a micro-macro
identity, as expectations of the firm of a higher profit rate and lower accumulation rate are
realized at the macroeconomic level. This occurs because, under the preference channel, the
firm does not aim to maximize growth or stretch their financial capacity to the limit. Rather than
operating at the intersection of the new expansion frontier and the initial finance frontier (FF,),
which would enable a higher growth rate, the firm prefers to maintain a buffer of free cash
flows (point E). Thus, the additional profits generated by a more favourable expansion frontier
are not directed toward productive investment but are instead held as liquid assets for
precautionary purposes.

In contrast, in a wage-led economy, the outcome is a downward shift of the expansion frontier,
and the firm will operate at point D, with a lower profit rate and free cash flows than initially
targeted. This case not only suffers from a paradox of profits but also from a paradox of
liquidity, i.e. at the microeconomic level, the firm reduces investment and raises its target profit
rate to secure higher free cash flows as a buffer against economic uncertainty and to meet
debt obligations. However, at the macroeconomic level, the decline in aggregate demand—
driven by a combination of high debt burdens and a wage-led regime—ultimately reduces the
free cash flows the firm is able to retain.
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Figure 8: The Normal Regime and the Preference Channel
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4.2.2 The Puzzling Regime and the Finance and Preference Channels

In the puzzling regime, an increase in foreign debt has a positive effect on both the wage share
and economic activity. These entails two counteracting effects on the expansion frontier of the
firm: an increase because the rate of capacity utilization is higher (T «) and a decline of the
expansion frontier, as the profit share decreases (I m). As in the normal regime, the final effect
will depend on whether the economy is wage-led or profit-led. In the first case, economic
activity will further rise due to the higher wage share, meaning the expansion frontier will shift
upwards. In a profit-led economy, on the contrary, economic activity will be negatively affected
by the higher wage share, and the firm will face a less favourable expansion frontier, which
finally shift downwards.

Figure 9 illustrates the micro-macro links of financialisation when the economy is in a puzzling
regime and the finance channel is at play. In this case, the firm will operate at point D if the
demand regime is wage-led, with a higher profit rate and accumulation rate, or at point C, with
a lower rate of profit and accumulation rate, if the demand regime is profit-led.
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Figure 9: The Puzzling Regime and the Finance Channel
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The same micro—macro paradoxes identified in the normal regime also arise in the puzzling
regime, though with reversed implications for the wage-led and profit-led demand regime.
Specifically, the paradox of growth appears in a wage-led economy, while the paradox of
profits emerges in a profit-led economy—contrary to what is observed in the normal regime.
Furthermore, as in the normal case, dollarization of firms’ portfolios tends to depreciate the
exchange rate, increasing debt-servicing costs and shifting the finance frontier further leftward
to FF,. In a wage-led regime, the firm will operate at point E, facing a higher target profit rate
and a lower accumulation rate compared to the scenario without portfolio dollarization (point
D). In a profit-led economy, by contrast, the firm will operate at point F. In both cases, there is
a micro-macro identity in terms of growth and profit rates. However, as in the normal case, a
paradox of risk might emerge, as the individual behaviour of a firm that dollarize its portfolio to
hedge foreign exchange exposure and reduce financial risk, might lead to more risk overall,
by exerting pressure in the exchange rate and, thus, in the burden of the external debt.

Furthermore, Figure 10 illustrates the case in which the economy is in a puzzling regime and
financialisation influences the firm through the preference channel. Once again, the results
mirror those of the normal case but with opposite effects depending on whether the economy
is wage-led or profit-led. In a wage-led economy, as the expansion frontier shifts upward, the
firm is able to generate higher free cash flows (point E), even more than initially anticipated.
There is again a micro-macro identity in terms of growth rate and profit rates. In contrast, a
profit-led economy might suffer from a paradox of profits and a paradox of liquidity. In this
case, the expansion frontier shifts downward due to a lower rate of capacity utilization, and
the firm will obtain lower profit rates and less free-cash flow than initially targeted (point D vs
C).
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Figure 10: The Puzzling Regime and the Preference Channel
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4.2.3 The Conciliated-Debt Regime and the Finance and Preference Channels

The conciliated-debt regime combines an exchange rate-driven distribution regime with a
debt-burdened financial regime—that is, both the profit share and aggregate demand decline
as foreign debt rises. The firm’s expansion frontier shifts downward as the simultaneous drop
in the profit share and the rate of capacity utilization reduces the maximum profit rate it can
attain for any given growth rate. Although this effect could be partially mitigated if the demand
regime is wage-led, the overall outcome is likely to be a decline in the expansion frontier of
the firm, a contraction that would be even more pronounced under a profit-led demand regime.

Figure 11 illustrates these dynamics when the finance channel operates. The downward shift
of the expansion frontier leads the firm to operate in point C or D, if the demand regime is
wage-led or profit-led, respectively. Both cases suffer from a paradox of profits, as the adverse
effects of increasing foreign debt on economic activity led to a lower profit rate than the one
initially targeted by the firm. Moreover, if there is a tendency toward portfolio dollarisation, the
resulting tightening of the finance frontier, as a consequence of a depreciation of the domestic
currency, pushes the firm to target an even higher profit rate while further constraining growth.
In this case, the firm operates at point E if demand regime is wage-led and at point F if it is
profit-led. As in the normal and puzzling regime, in the conciliated-debt regime there is a micro-
macro identity in terms of growth and profit rates and a paradox of risk when there is a stronger
tendency towards portfolio dollarisation by firms.
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Figure 11: The Conciliated-Debt Regime and the Finance Channel
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Finally, Figure 12 illustrates the preference channel of influence of financialisation under the
conciliated-debt regime. The negative impact of foreign indebtedness on economic activity
limits the firm’s ability to generate the targeted level of free cash flows, giving rise to the
paradoxes of profits and liquidity. This outcome occurs under both profit-led and wage-led
demand regimes, though free cash flows are even more constrained in a profit-led economy
due to the sharper contraction in economic activity. In both cases, it remains below the level
initially targeted by the firm at point C.

Figure 12: The Conciliated-Debt Regime and the Preference Channel
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4.3 Summary

The table below summarizes the findings presented in the previous section concerning the
comparison between the micro- and macroeconomic impacts of financialisation.
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Table 2: Micro- and Macroeconomic Effects of Financialisation Compared

Financialization’s
channels of influence/
Regime combinations

Finance channel

Finance channel with
portfolio dollarisation

Preference channel

Paradox of profits

Paradox of growth

Micro-macro identity
Paradox of risk
Micro-macro identity
Paradox of risk

Paradox of profits
Paradox of liquidity
Micro-macro identity

Wage led
Normal
regime Profit-led
Wage-led
Conciliated-

debt regime  Profit-led

Paradox of profits

Paradox of profits

Micro-macro identity
Paradox of risk
Micro-macro identity
Paradox of risk

Paradox of profits
Paradox of liquidity
Paradox of profits
Paradox of liquidity

Puzzling  Wage-led
regime

Profit-led

Paradox of growth

Paradox of profits

Micro-macro identity
Paradox of risk
Micro-macro identity
Paradox of risk

Micro-macro identity

Paradox of profits
Paradox of liquidity

Source: own depiction

Across all macroeconomic regime combinations, a strict micro—macro identity emerges when
financialisation influences the firm through the finance channel and there is a strong tendency
toward portfolio dollarisation. In such cases, financialisation may induce firms to increase their
target profit rates by further tightening financial constraints and amplifying overall financial
exposure and risk. Moreover, a paradox of risk may arise as the firm’s attempt to reduce
currency mismatches and financial risks by dollarizing portfolios can generate adverse
macroeconomic effects, including exchange rate depreciation, which increases the burden of
external debt and may ultimately heighten firms’ financial exposure.

A strict micro-macro identity also holds when the preference channel operates and the
economy is characterized either by a normal regime with a profit-led demand regime or a
puzzling regime with a wage-led demand regime. In both cases, higher target profit rates
reflect more favourable expansion frontiers faced by firms as a consequence of the rising
private foreign debt. In the first case, this occurs primarily due to a higher profit share, as firms
are able to increase their mark-ups and pass higher debt servicing costs onto prices, which in
turn positively affects the rate of capacity utilization because the demand regime is profit-led.
In the second case, the expansion frontier improves due to the positive impact of external debt
on aggregate demand, further supported by a higher wage share in a wage-led economy.
However, investment do not increase because, under the preference channel, the firm does
not stretch its financial capabilities to the limit. Rather than prioritizing growth, they are more
concerned on financial stability, which makes them operate with high levels of free-cash flows.
In contrast, under the finance channel, a paradox of growth emerges across the same regime
combinations. Here, firms are growth-oriented and operate at the intersection of their finance
and expansion frontiers, fully leveraging their financial capacity and benefiting from a more
favourable expansion frontier. As a result, both the profit rate and the accumulation rate
increase.

Furthermore, a paradox of profits arises when financialisation influences the firm through both
the preference and finance channels in a conciliated-debt regime, a normal regime with a
wage-led demand regime and in a puzzling regime with a profit-led demand regime. In these
cases, the negative effects of rising private foreign debt on economic activity reduce the rate
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of capacity utilization, thereby depressing the maximum profit rate a firm can achieve.
Moreover, under the preference channel, a paradox of liquidity may emerge, as declining
aggregate demand and investment reduce the level of free cash flows that firms are able to
retain, falling short of their initially targets.

5. Conclusions

In the preceding analysis, we sought to identify the main determinants of firms’ target profit
rates in DEEs and to assess to what extent financialisation has affected these rates,
considering both the microeconomic and macroeconomic effects of rising firms’ foreign
indebtedness.

By extending the post-Keynesian model of the firm to an open economy context, we found
that hierarchies within the international monetary and financial system tighten firms’ financial
constraints, leading DEE firms to require higher profit rates than their counterparts in AEs.
These elevated profit rates reflect several structural factors that translate into higher costs of
capital and target liquidity ratios. Specifically, these include elevated borrowing costs, the need
to maintain larger safety margins due to increased financial risks, a stronger reliance on
internal funding for investment—given that external debt is riskier and domestic financial
markets are less developed—and heightened exposure to exchange rate and interest rate
volatility, alongside elevated country risk premiums.

We introduced financialisation into the model by redefining the mechanisms through which a
higher external debt-to-capital ratio, driven by lax global risk perceptions, shapes firms’
investment decisions and target profit rates. At the microeconomic level, financialisation might
increase the firm’s target profit rate and reduce capital accumulation via the finance,
preference and distribution channel. Through the finance channel, the firm faces rising debt-
servicing costs and allocates a higher portion of their external debt away from productive
investment toward the acquisition of new financial assets, including foreign-currency-
denominated assets, to protect themselves against changing economic conditions and
financial risks. Via the preference channel, the firm’s commitment to growth weakens as it
becomes more concerned with financial instability when their leverage ratios increased.
Consequently, it becomes more profit-oriented to secure high levels of free cash flows that
allows the firm to meet its financial obligations and increase its liquidity holdings as a protection
against financial risks. Finally, through the distribution channel, the firm with market power
raises its mark-ups in response to both the higher borrowing costs stemming from external
debt and the cost of holding "unproductive resources"—namely, highly liquid and foreign
currency-denominated financial assets.

We established the link between the microeconomic effects of financialisation on the target
profit rate and capital accumulation with its macroeconomic effects on aggregate demand and
the profit share. Our findings show that across all macroeconomic regimes, a micro—-macro
identity emerges when the finance channel with portfolio dollarisation is at play. By contrast, a
paradox of profits arises when financialisation influences the firm through the preference and
finance channels in a conciliated-debt regime, a normal regime with a wage-led demand
regime and in a puzzling regime with a profit-led demand regime. Conversely, a paradox of
growth occurs under a normal regime with a profit-led demand regime or a puzzling regime
with a wage-led demand regime.
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The paradoxes of risk and liquidity, that emerge under various macroeconomic regimes when
the finance channel with portfolio dollarisation and the preference channel are at play,
respectively, are particularly significant, as they highlight the potential negative
macroeconomic consequences of firm behaviour for financial stability. In this sense, while the
individual firm attempt to protect itself from financial risks and liquidity shortages by dollarizing
portfolios or hoarding liquidity, when these strategies are adopted -collectively the
macroeconomic outcome can be greater financial fragility. Specifically, higher demand for hard
currency leads to domestic currency depreciation, which raises foreign debt servicing costs
and increases financial exposure. At the same time, liquidity hoarding, combined with reduced
investment and weaker aggregate demand, diminishes the free cash flows that firms ultimately
retain for debt repayment and precautionary motives.

Our analysis shows that across the various macroeconomic regimes considered, increasing
private foreign indebtedness generally leads to higher target profit rates. This holds true even
under the normal regime, which reflect the commonly observed implications of rising foreign
debt in the empirical literature—namely, its negative impact on economic activity and the wage
share. In the normal regime, financialisation might lead to higher target profit rates under the
finance channel with portfolio dollarization, irrespective if the demand regime is wage-led or
profit led, or under the preference channel if the demand regime is profit-led. In the first case,
the higher profitability targets reflect tighter financing constraints and heightened financial risk
that arises as debt servicing costs rise in a context of exchange rate depreciation and decline
investment. Moreover, firms might respond by setting even higher margins of safety, through
increased liquidity targets and portfolio dollarisation, which in turn can push up even further
their target profit rates. In the second case —that is, a normal regime combined with a profit-
led economy and under the preference channel— higher target profit rates reflect mainly the
distributional effects of financialisation. The firm faces a more favourable expansion frontier
not only because the profit share increases, as they are able to pass onto prices the rising
costs derived from external debt, but also because the higher profit share stimulates aggregate
demand in a profit-led demand regime, increasing the rate of capacity utilization.
Consequently, the firm can target higher profit rates for all rates of capital accumulation.

Furthermore, financialisation may lead to lower target profit rates under both the finance and
preference channels in the normal regime with a wage-led demand regime, provided there is
no portfolio dollarisation. In this case, the negative effects of rising private foreign debt on
economic activity and the wage share are sufficiently strong that firms experience a
contraction in their expansion frontier, and thus a decline in the maximum attainable profit rate.
However, it is also possible that, in this context of adverse macroeconomic conditions, the firm
will demand a higher profit rate to compensate for the heightened risks associated with
productive investments.

This paper has many implications for further research. First, it could be examined whether,
and to what extent, firms adjust their target profit rate in response to changes in the actual
profit rate. In particular, it would be interesting to investigate whether permanent effects of
financialisation on the profit rate influence the profit rate targeted by the firm. Second,
regarding the microeconomic effects of financialisation, one question to be asked is how
managers allocate the increasing free cash flows that aim under the preference channel. In
our analysis, we assumed that these are held in liquid form and do not generate interest.
However, managers may instead earn interest on cash holdings, use them to repay debt, or
distribute them to shareholders—all of which would affect the finance frontier and merit
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consideration. Third, with respect to the macroeconomic effects of the firm behaviour, this
paper focused on the impact of rising private external debt on aggregate demand and the
profit share. Future research could instead examine the effects of reduced investment by firms,
triggered by financialisation, on aggregate demand. Depending on the relative importance and
dynamics of consumption, government spending, and exports, the overall impact could be
either positive or negative, with corresponding consequences for the expansion frontier of the
firm. Finally, the theory of the firm presented here should be complemented with empirical
research on the determination of firms’ target profit rates. While this issue has been examined
extensively for firms in AEs, there is a lack of studies addressing how these rates are
determined and how they have evolved in DEEs. Such research would make it possible to
assess whether the determinants highlighted in our model align with firms’ actual practices or
whether additional factors should be incorporated.
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