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In the context of the slowing growth of the real economy and the rapid development of the financial industry, more and more non-financial companies are participating in the financial industry for the purpose of development and profit expansion. China has gradually appeared the phenomenon of corporate financialization. This paper uses the panel fixed effect model empirically examines the effect of political turnover on corporate financialization by using data of listed companies and top prefecture level officials in China between 2007 and 2020. We find that the turnover of mayors significantly decreases corporate financialization, while the turnover of party secretaries has no impact on corporate financialization. Moreover, these results are moderated by the characteristics of government officials and firm’s characteristics. Our results further show that changes by mayors increase fixed asset investment and decrease cash holdings, and, thus, reduce corporate financialization. These findings could assist in solving the “from real to virtual” problems, strengthening financial services, and realizing high-quality economic development.
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Introduction

Since the 1980s, the return rate of Chinese traditional industry companies has significantly reduced because of the shrinking market demand, and overcapacity in the real economy. Further, the virtual economy has accelerated expansion and many industrial capitals have been poured into financial and real estate industries with higher rates of return. This typically leads to corporate financialization, which existing literature suggests being closely related to economic globalization and economic crises (Tori and Onaran, 2018; Wang, 2019).

Recently, the phenomenon of corporate financialization in China has attracted extensive attention as many non-financial companies devote themselves to the financial industry to improve profitability, and deviate from main business development. According to Figure 1, the average financial assets holdings of China’s non-financial companies averaged 136 million in 2007, followed by a wave of growth, reaching 536 million by 2020. It can also be seen from the trend line that, on average, the scale of financial assets holdings by listed companies shows an obvious upward trend. The 19th National Congress of the Communist Party of China emphasized that the focus of economic development should be on the real economy.

[image: Figure 1]

FIGURE 1
 Average financial assets holdings of non-financial companies in China. Data collected from CSMAR (China Stock Market and Accounting Research Database) database and calculated by authors. The specific types of financial assets are detailed in the manuscript.


Political turnover, which refers to the resignation of senior leadership positions, is generally considered to be the major decisive factor of economic growth (Jones and Olken, 2005). Previous research shows that frequent officials turnover disrupts the allocation of resources and induces uncertainties, which is damaging to economic development (Earle and Gehlbach, 2015). Zhou et al. (2015) explain from the perspective of political promotion tournaments why the jurisdiction officials are so eager to construct infrastructure and helping local enterprises under the risk of overuse of resources. Political turnover is a critical and dynamic aspect of acknowledging local government behavior, as well as a new frontier for investigating the features of local government in stimulating local economic growth. However, the impact of political factors on corporate financialization have not been found.

China provides an ideal laboratory environment to analyze the impact of political turnover on corporate financialization for the following aspects. Firstly, political promotion is the single way for outstanding politicians to promote to a higher office under China’s political system. In addition, the central government of China has attached great importance to solving the “from real to virtual” problem to ensure that the financial market better serves the real economy. This is because over-financialization may generate or aggravate financial risk (Barradas and Lagoa, 2017) and trigger a financial crisis (Palley, 2013).

In this study, we accumulate the information of 995 mayors and 912 party secretaries from 2007 to 2020 period and combine it with firm data to examine how NFCs financialization is affected by political turnover. Moreover, we also make a distinction between different types of officials. First, since the promotion of outsiders will lead to greater changes in economic policy, we classify political turnover as either external promotions or local appointments. We assume that corporate financialization will decline more significantly with external appointments. Furthermore, since the age of appointed officials is an important consideration in the evaluation of political promotion under the compulsory retirement system—there are relatively higher promotion possibilities for younger politicians and appointments of young officials arouse to more uncertainty in local firms—we suppose that younger officials lead to lower corporate financialization. In additional tests, we examine whether firms that are non-state-owned and small-sized exhibit lower corporate financialization during political turnover and whether fixed asset investment and internal cash holdings play a mediating role between political turnover and corporate financialization.

This article contributes in three aspects. First, we advance the literature on the economic consequences of political turnover at firm level by focusing on the effects of corporate financialization. Moreover, we conduct more detailed research on the heterogeneous of the new officials and corporate features, making the research more reliable. Finally, we establish a “political turnover—fixed asset investment and cash holdings—corporate financialization” theoretical analysis framework, which empirically tests the influence mechanism of political turnover on corporate financialization. Previous literature demonstrates that political turnover influence corporate innovation, investment and risk-taking (An et al., 2016; Bhattacharya et al., 2017; Luo et al., 2017). However, how political turnover influences corporate financialization has remained unclear.

The remainder of this paper is organized as follows. “Literature review and research hypothesis” briefly describes the literature review and research hypothesis. “Materials and methods” presents the methods. “Results” provides empirical evidence of the relationship between political turnover and corporate financialization. “Heterogeneity of official and companies” presents the heterogeneity analysis. “Mediating effect” presents the results of the mediating effect. “Conclusion and implications” presents the conclusions and policy implications.



Literature review and research hypothesis


Literature review

Corporate financialization is increasingly considered a crucial business strategy by researchers and investors (Orhangazi, 2008), and the existing research mainly focus on the follow three aspects. The first is the definition of corporate financialization. Krippner (2005) demonstrates that financialization refers to the profit accumulation mainly by financial investments rather than fixed asset investments. The second is the motivation for financial assets, which can be attributed to two aspects: precautionary savings and profit pursuit. Precautionary savings refers to the allocation of low-risk financial assets based on liquidity savings in response to uncertainty about future policy, and operating cash flow rupture. When there are potential investment opportunities of financial difficulties, firms can quickly release financial assets to supplement liquidity and relieve capital pressure, especially for firms with financing constraints (Denis and Sibilkov, 2010). Profit pursuit refers to firms cannot obtain sufficient returns by focusing on main business development will allocate a certain proportion of high-return financial assets to acquire a higher rate of return (Krippner, 2005). The third aspect if the factors influencing corporate financialization. Previous literature mainly examines the external environment, management characteristics, and other factors. Peng et al. (2018) pointed out that a higher-uncertainty environment decreases corporate financialization, Du et al. (2019) noted that a CEO’s financial background increases corporate financialization.

However, the existing literature provides no evidence on whether political turnover matters for corporate financialization, yet local policy preference and operating environment tend to change once an official transferred, which compels firms to adapt their investment strategies accordingly. Due to officials’ diverse preferences, abilities, and past experiences, political turnover will create uncertainty in policy execution, responsibility allocation and personnel transfer (Krueger and Walker, 2008; Xu and Wang, 2010). Moreover, the heterogeneity of officials will also lead to potential changes in future policies in the jurisdictions (Diebold and Yilmaz, 2009).

Moreover, entrepreneurship is a critical signal of economic development (Stamboulis and Barlas, 2014). Government policymakers will seek cultural, social, or financial benefits by entrepreneurial activities, and the entrepreneurship attitudes and skills can improve firms’ performance and promote economic development and employment (Bacigalupo et al., 2016).



Research hypothesis

Previous research has shown that precautionary savings and profit pursuit are the primary motivations for holding financial assets. We analyze these motivations below.

1. Precautionary savings: Political turnover can increase corporate financialization through precautionary savings. In production and operation processes, future income, cost, and cash flow present many uncertainties. Internal cash and short-term financial assets will reduce the negative effect of capital chain rupture on production and operation activities (Opler et al., 1999). In addition, financial assets, as an investment opportunity, can be a hedging instrument when using options and derivatives, which can alleviate the negative effect of political turnover, reduce the uncertainty of future cash flows, and effectively disperse and hedge operational risks. In sum, firms can hold more financial assets to manage the impact of political turnover.

2. Profit pursuit: Political turnover can inhibit corporate financialization through profit pursuit from the following aspects. First, political turnover increases local business risks, risk premiums, and financing costs. The willingness of risk-averse managers to invest in financial assets will thus decrease (Luo et al., 2016). Second, the lending propensity of local banks will be affected by the official’s policy orientation, and the assessment of the actual loan risk and financing ability may be stricter and eventually reduce the loan scale. The phenomenon of a credit squeeze by banks will then limit corporate financing ability, intensify corporate financing constraints, and ultimately decrease the corporate financialization of NFCs (Baum et al., 2009). Financial assets that are held in pursuit of profit may therefore be affected by regulatory policy in the future and not be paid. Then, the asset price would suffer a sharp decline due to holders selling their assets, causing companies to reduce their holdings of financial assets. Therefore, we propose the following hypotheses:


H1a: Political turnover increases corporate financialization: the trend of corporate financialization increases.

H1b: Political turnover decreases corporate financialization: the trend of corporate financialization decreases.
 

Political turnover may affect corporate financialization through two channels: increasing physical investment and crowding-out operating cash. Firstly, due to China’s vertical administrative centralization, prefecture-city officials have substantial rights including allocate resources (Feng et al., 2019). Local government officials are absorbed to stimulate GDP growth from the view of political promotion tournaments (Zhou, 2004). Moreover, due to the limited tenure, promoted officials tend to intervene in the firms’ businesses to promote short-term GDP development (An et al., 2016). Further, local officials dominate local land supply and financial resources through state-owned banks. Specifically, to cater to the interests of local officials, enterprises prefer to overinvest in short-term physical projects that can stimulate local GDP to obtain critical resources, such as bank loans, tax preferences, and debt relief (Adhikari et al., 2006; Boubakri et al., 2008; Kim and Zhang, 2016). Thus, financial investments decrease accordingly. Therefore, we propose the following hypothesis.


H2: Political turnover reduces corporate financialization by increasing physical investment.
 

In addition, political connections are helpful for firms to obtain reliable information and government subsidies (Zhang et al., 2014). However, the expenses of constructing and sustaining political relations may deplete firms’ operating cash (Hill et al., 2014), thereby weakening their financial investment. Zhu and Zhang (2017) put forward that firms need to construct new political relations with local officials constantly when political turnover is high, which in turn hinders firm development. The bribery and efforts to construct networks with bureaucrats increase transaction costs and further limit the scope of operating cash flows (Xu et al., 2016). Companies also will increase the amount of donate money when city-level officials are replaced (Liu et al., 2021). In sum, firms may choose to sell their financial assets to release liquidity and reduce the uncertainty which caused by political turnover. Thus, we propose the following hypothesis.


H3: Political turnover reduces companies’ cash holdings and then decrease corporate financialization.
 




Materials and methods


Data and sample

Our data involves Chinese firms listed on the Shanghai and Shenzhen Stock Exchange’s A-share market from 2007 to 2020. We extract all firm-level data from the CSMAR databases. To clean the data, we (1) exclude financial firms, insurance and real-estate listed companies, and samples with missing data; (2) delete firms with less than 2 years’ available data in the database; (3) remove abnormal companies, such as “specially treated firms” and “particular transfer firms”; and (4) winsorize continuous variables at 1st and 99th percentiles to avoid extreme outlier effects.

We manually collect the personal information of the mayors and party secretaries. The data comes from people.com and xinhuanet.com. The details include the local officials’ ages and work experience. After gathering the data, we combine the data and obtain 995 mayors and 912 party secretaries’ information.



Dependent variable

According to Demir (2009), and accounting standards, corporate financialization on stock i and year t, Fini,t, is defined from broad and narrow perspectives. Broad financial assets (Fin1) are standardized by total assets and include monetary capital, trading financial assets, derivative financial assets, available-for-sale financial assets, held-to-maturity investments, long-term equity investments, dividend receivables, and interest receivables. In addition, narrow financial assets (Fin2) exclude long-term equity investments.



Independent variable

Furthermore, refer to Li and Zhou (2005), we define Turnover variable. If the officials promote between January 1st and June 30th, we set the current year as the first year and Turnover equals1 and 0 otherwise. If the officials promote between July 1st and December 31st, then we set the following year as the first year and Turnover equals 1 and 0 otherwise.



Empirical model

We use the following regression models to examine the impact of political turnover on corporate financialization. Fini,t is the dependent variable and Turnoveri,t is independent variables which has two alternatives. Turnover_m equals 1 for mayor’s turnover and 0 otherwise; Turnover_s equals 1 for party secretary’s turnover, and 0 otherwise. Moreover, Controli,t denotes a set of control variables that affect corporate financialization (see Table 1).



TABLE 1 Variable definitions.
[image: Table1]
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is the error term.
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According to Baron and Kenny (1986), the regression model designed to test H2 and H3 are listed below:
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where Mediator represents the intermediary channels through which political turnover affects corporate financialization, including fixed asset investment (fixed) and cash holdings (cash).

We also control for the following variables: financial leverage (Lev), firm size (Size), firm age (Age), state ownership (Soe), return on assets (Roa), growth rate (Growth), Tobin’s Q (Tq), the growth rate of the province-level gross domestic product (Gdp), and year and industry dummy. Table 1 presents detailed definitions of these variables.



Descriptive statistics

Table 2 reports the distribution of political turnover by year. The average of Turnover is 30.4% for mayors and 30.9% for party secretaries from 2007 to 2018. The three highest percentage of government official turnovers were in 2017, 2013 and 2018.



TABLE 2 Distribution of political turnover by year.
[image: Table2]

Table 3 presents the descriptive statistics of variables used in the regression. As shown, the average values of Fin1 and Fin2 are 0.25 and 0.216, respectively, and the standard deviations are 0.164 and 0.154, respectively. From the minimum and maximum of Fin1 and Fin2, we can conclude that the trend of corporate financialization is polarized.



TABLE 3 Descriptive statistics.
[image: Table3]

Table 4 summarize the Pearson and Spearman correlations for key variables. The results shows that Tunover_m and Turnover_s are significantly and negatively correlated with corporate financialization.



TABLE 4 Summary statistics and correlation.
[image: Table4]




Results


Baseline results

Table 5 shows the baseline results. To test whether political turnover affects corporate financialization, we divide political turnover in three groups: mayor’s turnover, party secretary’s turnover and turnover of both mayor and party secretary. From Table 5, the coefficient of Turnover-m in the change for mayor only group (columns 1–2) and the coefficient of Turnover_both in change for both mayor and party secretary group (columns 5–6) show significantly negative effect on corporate financialization, while the coefficient of Turnover_ s in change of party secretary only group (columns 3–4) has no significant influence. Columns (1), (3) and (5) use Fin1 as the dependent variable, and columns (2), (4) and (6) show the results by using Fin2. The reason may by that mayor is actually the chief administrator who constructs and executes local social and economic policies, while party secretary is appointed to supervise the local government. Moreover, Zheng et al. (2014) reports that a mayor has a closer relationship with the company. Overall, the empirical results confirm H1b.



TABLE 5 Baseline findings.
[image: Table5]



Robustness tests


Potential endogenous problems

Our results may be affected by missing variables, reverse causality, and sample selection bias. Although we include some control variables to reduce endogenous problems, corporate financialization can also be affected by some unobservable factors. Therefore, we use two-stage least squares (2SLS) and propensity score matching (PSM) methods to address endogeneity issues.

First, in the 2SLS approach, we follow Deng et al. (2019) in choosing “workplace connection” (Workplace) as the instrumental variable for political turnover. Table 6 shows the results. The coefficient of Workplace in column (1) is significantly negative. The relative test value is greater than 10, indicating no insufficient identification or weak IV problems. Columns (2) and (3) show the results of second-stage regression. The coefficients of Pre_turnover_m are negative and statistically significant, indicating that political turnover inhibits corporate financialization which is consistent with Table 5.



TABLE 6 Dealing with the potential endogenous problem.
[image: Table6]

Second, we use the PSM model to create a control sample without political turnover and a treatment sample that experiences political turnover, which can capture differences between treatment and control firms. Specifically, we calculate a propensity score for each firm-year observation by running a Probit model, which regresses Trunover_m on county economic indicators and firm factors, involving per capita GDP (Pgdp), Lev, Size, Soe, Roa, Growth and Tq, Industry, and Year dummy. Moreover, each company in the treatment group (experiencing political turnover) matches the control company (not experiencing political turnover) with the nearest neighbor matching method. After matching, we conduct a second-stage regression to analyze how political turnover affects corporate financialization. Columns (4) and (5) in Table 6 show the estimated results of Turnover_m is still negative and significant, which is still consistent with the baseline results.



Alternative measures of political turnover

First, referring to Wang and Xu (2008), we change the measurement of Turnover_m. Specifically, we set the current year as their first year when the mayor take office, and Turnover_m2 equals 1 and 0 otherwise. The specific month of Turnover is ignored. Columns (1) and (2) in Table 7 show that political turnover still reduces corporate financialization.



TABLE 7 Alternative measures of political turnover.
[image: Table7]

Moreover, promotional opportunities may drive local officials to influence the real economy. We eliminate the sample of officials who lose promotion opportunities because of the promotion age limit. As the promotion age of vice-ministerial officials and department-level cadres is limited to 58 years and that of ministerial leaders is 67 years, we remove officials aged over 58 years in prefecture-level cities and those aged over 67 years in Beijing and Shanghai. The results are shown in columns (5) and (6) of Table 7, which is consistent with Table 5.



The influence of the party congress

The 17th, 18th, and 19th Congress of the Communist Party of China were held in 2007, 2012, and 2017, respectively, which may have impacted our baseline results. Thus, we excluded samples from 2007, 2012, and 2017. The results are shown in Table 8.



TABLE 8 The influence of the Party Congress.
[image: Table8]





Heterogeneity of official and companies


External appointment and local promotion

Persson and Zhuravskaya (2016) pointed out that the relationship between governments and enterprises can be expressed by whether the mayor is promoted locally. Officials promoted within their prefecture city typically already have established networks with local firms. The support of local companies is a contributing factor for the political promotion. However, this support will constrain the mayors’ abilities to perform their duties. Conversely, officials appointed from other prefecture-cities will not have the constraints (Shleifer and Summers, 2013). Moreover, different promotion methods mean different experiences and abilities and represent significant differences in political incentives (Wang and Xu, 2008). Therefore, we further characterize the types of turnover: whether the new official is external appointment or local promotion.

Table 9 show the empirical results. The coefficients of Turnover_m are significantly negative when the new official is externally appointed.



TABLE 9 External appointment and local promotion.
[image: Table9]



The age of new officials

The influence and motivation of officials with different characteristics are quite different (Qian and Xu, 2014). In the evaluation of official promotions, age is a very important factor that affects the incentive for political promotion. Under the compulsory retirement system, the promotion possibility of prefecture-level city officials gradually decreases after the age of 56. Therefore, we take the age of 56 years as the standard for analysis. Table 10 demonstrate that the effect is more pronounced when the official is under 56 years old. The age advantage intensifies the impulse of local government officials to reduce corporate financialization. In contrast, when the officials are older, the future promotion space is limited, and the reduction in promotion expectations affects the role of the promotion incentive.



TABLE 10 The age of new officials.
[image: Table10]



Ownership structure

Concentrated ownership is a unique feature of Chinese firms, which means that the government is the biggest shareholder (Sun and Tong, 2003). State-owned enterprises’ directors are usually assigned by government and carry bureaucratic ranks. Their objectives are to carry out policies, and not to maximize shareholders’ profits. Therefore, we construct a dummy variable, Soe, which denoting whether a company is controlled by the government. Table 11 shows that the coefficient of Soe is not significant, while the coefficient of non-Soe is significant, which suggests non-SOEs decrease corporate financialization further when prefecture-city officials’ turnover. SOEs are generally large-scale and deep-rooted enterprises that are widely distributed and less affected by political changes in a single region, while non-SOEs are more dependent on local policies. Therefore, local political turnover has a more significant effect on non-SOEs’ financialization. Our result is consistent with the conclusion of (Wang and Wen, 2019).



TABLE 11 Ownership structure.
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Firm size

Small-sized firms tend to have more agency problems, make inefficient investment decisions, and face higher operating risks (Ho and Wong, 2001). Large firms always have more capital assets, mature investment portfolios, and anti-risk abilities. We expect that the management of small-sized firms may have a greater incentive to pursue financial investment to cover up the negative influences. We split our data into two clusters based on the firm size’s median. Table 12 show that the coefficient of large-sized companies is negative but not significant, while the coefficient of small-sized companies is significantly negative. Official’s turnover has a greater significant impact on the corporate financialization in small-sized firms.



TABLE 12 Firm size.
[image: Table12]




Mediating effect


Fixed asset investment

Under the continuous prosperity of the capital market, the rate of return on financial investment remains high. Firms are more willing to invest in financial assets than fixed asset investment with more significant uncertainty and longer return. Moreover. financial investments will occupy the resources originally used for fixed asset investment. Existing literature shows that political turnover increases a firm’s fixed asset investment in its jurisdiction (Chen and Luo, 2012); that is, political turnover leads firms investing their resources in fixed asset investment, thus inhibiting corporate financial investment. Therefore, we introduce fixed asset investment as an intermediary variable to test H2. Referring to Du et al. (2017), we define fixed asset investment (Fixed) as:

[image: image]

Table 13 columns (1)–(3) reports the mediating effects of fixed asset investment. The coefficient is 0.0046 and significant, showing that political turnover increases fixed asset investment. Columns (2) and (3) report the coefficients of the explanatory and mediatory variables, which are significant. Thus, fixed asset investment plays a partially mediating role.



TABLE 13 Mediating effect and Sobel test.
[image: Table13]



Cash holdings

The expenses of reconstructing and continuing political relations may be costly and reduce firms’ internal cash. Moreover, political turnover will cause firms to lose their original government subsidies, and firms may have to carry out additional rent-seeking activities. Therefore, we introduce the level of cash holdings as an intermediary variable to test Hypothesis 3. We define cash holdings (Cash) as:

[image: image]

Table 13 columns (4)–(6) reports the mediating effects of corporate cash holdings. The coefficient in column (4) is −0.0039 and significant. Columns (5) and (6) show that the coefficient of the mediating variable is positive and significant, while the coefficient of the explanatory variable is not significant. Hence, corporate cash holdings have a perfect mediating role.




Conclusion and implications


Conclusion

With the deepening of reform and opening up of the China economy, the internal and external environments of the Chinese capital market have undergone tremendous changes. There are many uncertainties surrounding political turnover and corporate financialization. This study examines the relationship between political turnover and corporate financialization. (1) We discover that the mayor turnover significantly decreases corporate financialization, especially when the mayor is promoted into that position from another region and ages below 56 years. (2) Our heterogeneity analysis reveals that the correlation between political turnover and corporate financialization is more significant in non-SOEs and small-sized firms. (3) We also investigate the mechanism by which political turnover influences corporate financialization. The results show that fixed asset investment and cash holdings have significant mediating effects. (4) The robustness test is consistent with the baseline regression after considering endogeneity and measurement errors. The results indicate that the uncertainties brought about by political turnover have a significant influence on corporate financialization in the officials’ jurisdictions, and this effect varies with official and firm characteristics.



Implications

1. The change in the institutional environment formed by political turnover has an inhibitory effect on corporate financialization. When considering political promotions, especially for mayors (the chief officials) of prefectures, the superior government should pay attention to the effect of such appointments on GDP development and the financial implications for the companies within the relevant jurisdictions. From the perspective of “from virtue to real,” the official’s promotion needs to consider their professional abilities, work experience, and personal characteristics such as cadres exchange in a new spot, age, and educational background, especially in the eastern regions. In addition, institutional environmental differences and credit discrimination should be eliminated. Moreover, the financial market should support the real economy and increase the efficiency of capital allocation. Capital market and financial assets should be further developed so that firms can obtain a higher return from the real economy. Furthermore, companies can adopt digital transition to make investment decisions to better adapt to political turnover and other changes in the external environment. Finally, managers need to explore co-creation with government officials to obtain key resources, such as bank loans, tax incentives and debt relief, to seek better opportunities.

2. We should realize that corporate behavior is complex, and there are various internal reasons for corporate financial investments. This paper analyses how to inhibit corporate financialization from the perspective of official turnover. Moreover, the data we used may have some limitations. Considering the availability of corporate financial data, this paper selects listed companies as the research sample, and does not involve non-listed companies. Although these companies have some representatives, the influence of sample selection cannot be completely excluded. Finally, this paper is mainly based on the existing theories and uses the qualitative analysis method to infer research hypotheses. There is a lack of scientific mathematical derivation of the internal mechanism of official turnover affecting corporate financialization, and the inference process is inevitably constrained by subjective experience. Therefore, the derivation of research hypotheses in this paper contains the author’s subjective tendency, so other important issues to be studied may be omitted.

3. This paper uses empirical research methods to explore the impact of official turnover on corporate financialization. Subsequent research can try to obtain first-hand information through field research and case analysis methods, to visually reveal a series of performance of a single enterprise in official turnover, so as to better understand the various countermeasures that enterprises may take when faced with changes in the policy environment caused by official turnover. Finally, relevant research directions in the future can start from green practices and digital technologies.
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