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With the advancement of China’s economic transformation, the impact of economic policy uncertainty on family firms has become increasingly significant. The “familism” of family firms makes them more motivated to maintain family harmony, pursue innovative activities, and the long-term development of enterprises when faced with economic policy uncertainty. In this paper, we employed the data of listed Chinese family firms from 2010 to 2018 to analyze the impact of economic policy uncertainty on family business innovation activities, analyze the inherent characteristics of family firm innovation, and find the path that enables the innovative activities of family firms and provides a valuable experience for the innovation of private enterprises in economic policy uncertainty. We provide evidence that economic policy uncertainty positively relates to family firm innovation. Moreover, the relationship is affected by factors such as directors’ executive background and access to state-owned equity. Further analysis indicates that economic policy uncertainty can promote family firms’ innovation activities by improving their risk-taking, internal capital market circulation, and reducing political connections.
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INTRODUCTION

PricewaterhouseCoopers’ ‘Global Family Business Survey 2018 -- China Report’1 shows that 55.7% of non-state-owned enterprises in China’s A-share market are family firms. These have already become the most important part of China’s non-state-owned enterprises. This growth is relatively later than that in developed countries, and showing two unique features: (i) shorter survival time, and (ii) more difficulties in firm size growth (Xiang and Li, 2016). As China’s economy enters the ‘new normal’2, economic growth is gradually slowing down, and economic policy uncertainty is increasing. Under these conditions, the owners and managers of family firms must change their negative attitudes to resist the restrictions associated with economic policy uncertainty on firm operations. Nevertheless, recent studies have stressed that family firms are facing an innovator’s dilemma characterized by a paradox (Diaz-Moriana et al., 2020; Erdogan et al., 2020). That is, family firms have the ability to innovate more, but they still innovate less. Daniel et al. (2022) focus on what family-specific features affect family firms’ innovation. However, few studies have focused on the impact of economic policy uncertainty on family firms. Focusing on the economic policy uncertainty, this paper analyzes the influence of different characteristics of family firm innovation and their mechanisms, aiming to enrich the empirical research on this topic. As a contribution, this study helps family firms identify whether these characters to innovation are present in their firms, what factors strengthen innovation, and shed light on the underlying mechanism.

Family factors lead family firms to show unique characteristics regarding innovation activities. Some studies show that family members emphasize ensuring control of their firms (Calabrò et al., 2018), so they prefer more conservative financial strategies (Morck and Yeung, 2010), which produces insufficient willingness and resources and further blocks innovation investments (Chen and Wu, 2014). However, some studies argue that family firms prefer long-term return innovation activities (Huang et al., 2018) because of their willingness to undertake sustainable development, which leads family firms to invest positively in innovation. Therefore, research on the innovation behavior of family firms cannot draw conclusions from only one viewpoint. Moreover, previous studies have mainly focused on the effects of internal factors such as ‘innovation ability’ (Massis et al., 2015; Shi et al., 2015; Bauweraerts and Colot, 2017), ‘corporate governance’ (Beck et al., 2011; Deng et al., 2013; Matzler et al., 2015), and ‘family culture’ (Francesco and Salvato, 2014; Wu et al., 2019). However, there is insufficient empirical research on the effects of institutional environmental factors on the innovation behavior of family firms.

Family firms show specific ideological features against a background of institutional environmental factors. Recent studies report a complicated relationship between the institutional environment and family businesses. Ellul et al. (2018) report that unemployment insurance is likely to affect working stability and wages in family firms, and Tsoutsoura (2015) reports the effects of inheritance tax on investment decisions and control transfer of family firms. Facing fluctuations between economic cycles, the Chinese government has implemented a series of economic policies. These economic policies help relieve these fluctuations; however, frequent policy changes increase the uncertainty of economic policies and affect the sensitivity of enterprises to policy and economic factors, and further affect their innovation activities. Therefore, focusing on the stimulus of frequent policy changes to firm innovation activities, and studying the impact of macroeconomic policies on family business innovation activities from the perspective of economic policy uncertainty is of great significance to the long-term development of family firms. However, to the best of our knowledge, few studies have focused on the influence of the institutional environment on family firm innovation.

Economic policy uncertainty represents a typical institutional environment and can affect family firm innovation in several ways. Since policy uncertainty decreases enterprise financialization (Wu et al., 2019) and asset returns (Phan et al., 2019), which reduce firms’ short-term returns, family firms are motivated to increase long-term investment (such as innovation) to maintain smooth operation. Since policy uncertainty increases the costs of external financing (Han and Qiu, 2007) and financial constraints, family firms are motivated to strengthen internal transaction to increase cash holdings. Policy uncertainty can also increase managerial risk-taking, inducing firms to adopt China’s new normal. For these reasons, we expect a positive relationship between economic policy uncertainty and family firm innovation. We begin by examining the effect of economic policy uncertainty on family firm innovation. We use the economic policy uncertainty index developed by Davis et al. (2019)3. as a measure of China’s economic policy uncertainty. Using a sample that includes 6,469 observations from 2010 to 2018, we find that economic policy uncertainty is positively related to family firm innovation. Moreover, this relationship is influenced by factors such as executive background and state-owned equity. Further analysis indicates that economic policy uncertainty promotes family firms’ innovation activities by improving their risk-taking ability, internal capital market circulation, and reducing political connections.

Our analysis contributes to the literature on family firm innovation behavior and the effects of economic policy uncertainty studies in several ways. First, we use the economic policy index developed by Davis et al. (2019), which has better continuity and time-varying responses to institutional changes. Previous studies mostly analyze the institutional environment as an exogenous variable and study the influence of non-dynamic changes in the institutional environment. Our research contributes to a burgeoning stream of literature that studies the effects of economic policy uncertainty on corporate behavior.

Second, our study contributes to bridging the existing knowledge gap at the intersection of economic policy uncertainty and family firm innovation. However, the conclusions of previous studies on the innovation behavior of family firms were limited by considering only one viewpoint. Our research aims to clarify the relationship between economic policy uncertainty and family firm innovation, specifically, whether and how different enterprise features moderate this effect. Identifying which factors moderate the relationship between economic policy uncertainty and family firm innovation would allow a better interpretation of the innovation behavior of family firms compared to non-family firms, as well as the heterogeneity among family firms.

Third, previous studies mostly analyze the difference between state and non-state enterprises, which ignores the profound effect of familism on non-state enterprises. Our research focuses particularly on the effects of economic policy uncertainty, which differs from systematic uncertainty in measurement, period, and implications (Hao et al., 2016; Gu et al., 2018).

The rest of this paper is arranged as follows: the second section presents a literature review and the research hypotheses; the third section presents the research design; the fourth section tests the hypotheses using different empirical models; the fifth section presents the discussion of the results obtained; and the last section puts forward the conclusions and implications of our study.



LITERATURE REVIEW


Economic Policy Uncertainty

Governments have tended to intervene in the market by issuing economic policies since the 2008 financial crisis and given the profound impact of policy uncertainty on the economy, academic researchers have shown increasing interest in investigating the effects of policy uncertainty on corporate behavior (Phan et al., 2019). However, changes in the macro-environment increase economic policy uncertainty, which has aroused concern in the academic community. Some scholars argue that economic policy uncertainty has negative effects on the macro-economy, and is an important factor for fluctuations in key macroeconomic variables and financial asset variables (Mbanyele, 2020; Wang et al., 2022). Moreover, Baker et al. (2016) find that economic policy uncertainty affects the economic cycle and blocks economic recovery. However, some studies focus on the effect of economic policy uncertainty on micro-enterprise operational activities. Studies show that economic policy uncertainty increases the uncertainty factors faced by enterprises, which affects companies’ investment decisions, fund demand, and business activities by changing business costs (Jin et al., 2014; Wang and Song, 2014; Li and Yang, 2015).

Reviewing the current literature on economic policy uncertainty reveals a contradictory picture. Bhattacharya et al. (2017) argued that uncertainty in national elections weakens enterprises’ innovation motivation, and this effect is more significant for innovation-intensive companies. Hao et al. (2016) argue that economic policy uncertainty delays enterprises’ research and development (R&D) investment decisions and block innovation activities. Chen et al. (2016) focus on the effect of policy uncertainty on enterprise innovation caused by changes in local officials, and argue that economic policy uncertainty will reduce the innovation efficiency of enterprises. More recently, Hudakova et al. (2021) focused on assessing the impact of the length of entrepreneurship on the perception of the most important business risks in V4 countries. The results show that owners and managers of enterprises still consider market and economic risks to be most important in their business. Gu et al. (2018) show that economic policy uncertainty has significant positive effects on the R&D investment and patent applications of enterprises; such positive effects are affected by the nature of the company’s ownership, industry, financial constraints, and government subsidies based on the economic policy uncertainty index by Baker et al. (2016). He et al. (2020) find that economic policy uncertainty is positively correlated with corporate innovation in general. They further conclude that economic policy uncertainty has a stronger positive effect on state-owned enterprises, lower cash flow companies and companies with fewer financial constraints. Guan et al. (2021) find that economic policy uncertainty is positively related to corporate technological innovation, and is negatively related to corporate business model innovation.

In summary, the studies on economic policy uncertainty suggest that the effects of economic policy uncertainty on firms’ innovation activities are significantly heterogeneous. As an important part of private enterprises, the innovation behaviors of family firms are significantly different from those of other non-family enterprises. To the best of our knowledge, none of these studies have focused on the effect of economic policy uncertainty on family firms. Therefore, further exploration will contribute to understanding the relationship between economic policy uncertainty and the innovation activities of family firms.



Family Firm Innovation

Innovation, as one of the channels essential for a firm to maintain long-term competitive advantage and growth, has received much attention in recent years. Most studies on the micro-influences on family firms’ innovation activities focus on three main levels: individual, family, and firm. Individual-level studies mainly focus on the characteristics of leaders (Sitthipongpanich and Polsiri, 2015), employee loyalty (Chen and Zheng, 2016), and social ties (Yan and Xiao, 2019). Family-level studies mainly focus on family ownership (Ashwin et al., 2015), family control (De Massis et al., 2012), management structure (Memili et al., 2015), intergenerational transition (Akhmedova et al., 2020; Mariotti et al., 2021). Firm-level studies mainly focus on profitability (Chrisman and Patel, 2012), cash flow (Munoz-Bullon and Sanchez-Bueno, 2011), firm age (Akcigit and Kerr, 2010), internationalization (Alayo et al., 2021, 2022) and policy ties (Perchard and Niall, 2020). While many studies have focused on the influence of micro-factors, research on the influence of macroeconomic policy on family firms’ innovation activities remains insufficient.

The macro-environment is an important factor in firm innovation. Hao and Liu (2010) investigate the influence of legal and political environments from the perspective of property rights characteristics. Lv et al. (2017) show that improvements in the formal system will increase the protection of innovations, and family managers will actively promote innovation activities. A recent study by Zhu et al. (2016) finds that an increase in marketization weakens entrepreneurs’ desirability for control and is negatively correlated with the R&D intensity of enterprises. Chen et al. (2018) further show that an increase in marketization will also positively affect the innovation performance of family firms. Yu et al. (2016) find that the impact of industry technology dynamics on innovation and R&D is determined by the length of the family firm’s investment in R&D activities. Lewandowska et al. (2021) examines the impact of financial support for investments, especially from EU Structural Funds, on SMEs competitiveness in Poland. The results shows that SMEs have not used financial support efficiently.

There is a large family business innovation activity literature focusing on inner enterprises at the micro-level, while few studies focus on external factors at the macro-level. Most macro-level studies focus only on the general influence of industrial policy and institutional environment on family firm behavior. However, they do not examine the complex dynamic relationship of China’s institutional environment, large-scale and deep-seated institutional change, and high levels of environmental uncertainty with family firm innovations.



Hypotheses

Previous studies on innovation activities only focus on the effect of a single type of family firm’s behavior features; however, different behavioral features may have different effects on enterprises’ innovation activities (Ronald et al., 2012).

First, economic policy uncertainty changes the business objectives of family firms. Frequent macroeconomic policy changes bring temporary negative shocks to companies during economic recessions or downturns (Nick et al., 2007), and increase the risk of external investment and financing activities, and shift the business goal from short-term goals (making ‘hot’ money) to long-term goals (survival and sustainable development). In this case, the economic goals of family firms are unified with the goals of social emotional wealth (SEW), which enhances their willingness to engage in innovative activities.

Second, economic policy uncertainty increases risk-taking capacity and changes the innovation activity preferences of family firms. Family firms pay more attention to the continuity and long-term nature of the business because the personal wealth of the family founder is tied to the company. The willingness to take risks and pursue personal achievements will increase family firms’ willingness to take risks and their attention to long-term development opportunities of the company, which is conducive to the family business’s innovative decision-making.

Third, economic policy uncertainty will promote more family resources to support the development of their firms. Family firms pay strong attention to the weakness of control caused by different financing methods, which show significant endogenous financing tendencies in the following order: first, they rely on internal capital; second, they do debt financing; and finally, they consider the external equity capital financing (Geng and Li, 2009). Economic policy uncertainty increases the cost of external financing, where family firms can reduce the first layer of agency costs and further reduce financing costs due to the high concentration of control and management rights and high transparency of information. In addition, a pyramid-shareholding structure enables a family firm to control a large amount of external capital through a small amount of self-owned capital. Desire for business continuity, personal achievement, and long-term business reduces the agency conflict of the second layer and further facilitates the firm’s engagement in innovation activities. The large amount of special capital accumulated by family firms can bring more resource input and reduce the impact of financing constraints on innovation activities.

Based on the above analysis, when facing economic policy uncertainty, the long-term economic goals brought by innovation are consistent with the pursuit of long-term family goals, which enhances the willingness of family firms to innovate. The reduction of agency cost, accumulation of special assets, and family’s emotional attachment to the business provide resource support to invest in innovation activities. Therefore, we propose Hypothesis 1.

Hypothesis 1: Economic policy uncertainty leads to positive effects on innovation activities for family firms.

Executives in family firms with financial backgrounds can provide more financial resources through their own social resources. At the same time, as an implicit guarantee of the enterprise, they have a relatively clear understanding of risks and have a high-risk tolerance for corporate financing (Du et al., 2019). Therefore, family firms with financial background executives can reduce the difficulty of financing, help enterprises obtain more loans, and obtain higher credit lines (Deng and Zeng, 2011), which can enable firms to devote more resources to innovation activities. Family firms without financial background executives are more likely to be affected by the uneven development of China’s financial market and imperfect credit system, with limited access to bank loans and can obtain fewer resources for investment in innovation. Therefore, we propose Hypothesis 2.

Hypothesis 2: Economic policy uncertainty has more significant promoting effects on innovation activities for family firms with financial background executives compared with other family firms.

Executives with overseas backgrounds are more likely to have advanced technology and management experience, and their thinking methods and management concepts are more international and market-oriented. Therefore, they may tend to have higher corporate strategic positioning and are more inclined to increase investment in research and development. Compared with other family businesses, the overseas background of executives promotes innovation in family firms (Liu et al., 2017). At the same time, domestic and foreign dual social networks can establish international relationships and provide convenient conditions for family firms’ internationalization. Lee and Park (2008) argue that the overseas experience of management teams is conducive to international diversification and can promote the formation of international alliances. Therefore, these firms commonly have advanced innovation activities and strong competitive advantages, which can withstand the impact of uncertainty on enterprises. Therefore, we propose Hypothesis 3.

Hypothesis 3: Compared with other family firms, economic policy uncertainty has a stronger promoting effect on innovation activities when executives do not have overseas backgrounds.

Family firms with state-owned equity participation have stronger risk-taking capacities. In addition, governments at all levels are the actual controllers of state-owned equity as well as the main distributor of economic resources, and usually have a certain resource preference for enterprises with state-owned equity participation (Zhang and Zhang, 2016). When state-owned equity participates in family firms, these family firms will also obtain such skewed resources (Yu et al., 2017), which alleviates the financing constraints of enterprises when facing economic policy uncertainty. Therefore, family firms with state-owned equity participation are more willing to innovate, have more innovation resources, and have less impact on them from economic policy uncertainty. In summary, we propose Hypothesis 4.

Hypothesis 4: Economic policy uncertainty has a more significant promoting effect on innovation activities for family firms without state-owned equity participation.




METHODOLOGY


Sample

This study examines the family firms listed in the Board of A Stock Exchange from 2010 to 2018, which were gathered from the China Stock Market and Accounting Research (CSMAR) and Wind databases. The financial data, corporate governance data, and registration place of listed companies are mainly from the CSMAR database. Investment in innovation data come from the Wind database. To identify the family firms, we use the following two criteria: the firms are directly or indirectly controlled by an individual or family-owned entity, and the number (more than one) of entrepreneurs/executives (including middle management) related to the family that owns the firm. Otherwise, the initial samples are deleted according to the following criteria: (1) the industry of financial and insurance listed companies, and (2) ST, ST*, and firms with abnormal transaction status. We obtained a final sample of 6,469 Chinese family firms.


Dependent Variable

We assess innovation investment using a continuous variable expressed as a percentage and obtained by dividing the investment in R&D by the operating revenue in the given year. Furthermore, we assessed the natural logarithm of R&D investment to check for robustness.



Independent Variables

We use the economic policy uncertainty measure (EPUM) constructed by Davis et al. (2019)4. They quantify uncertainty-related concepts from October 1949 onwards using two mainland Chinese newspapers: the Renmin Daily and the Guangming Daily. To construct an economic policy uncertainty index for China, they first obtain monthly counts of articles that contain at least one term in each of three term sets: economics, policy, and uncertainty. In the second step, they scale the raw monthly economic policy uncertainty index counts by the total number of articles for the same newspaper and month. In our analysis, we construct an economic policy uncertainty measure as the weighted arithmetic average of economic policy uncertainty index values in a given year.



Feature Variables

‘Overseas’ is a dummy variable that takes a value of 1 if at least one of the directors or supervisors or senior management in a firm has overseas study or employment experience, and 0 otherwise. ‘Financial background’(FB) is a dummy variable that takes a value of 1 if at least one of the directors, supervisors, or senior management in a firm has employment experience in policy banks, commercial banks, insurance companies, securities companies, fund management companies, futures companies, investment banks, trust companies, investment management companies, or exchanges, and 0 otherwise. ‘State’ is also a dummy variable that takes a value of 1 if a family firm has state-owned equity participation, and 0 otherwise.



Control Variables

Following the mainstream literature on family firms, we introduce several control variables into our analysis to control for firm characteristics. ‘Size’ is the natural logarithm of the book value of total assets. Return on assets (Roa) is the operating income, scaled by total assets. ‘Age’ is the number of years between the listing date and established date. Because corporate governance mechanisms can also influence family firms’ innovation, we include proxies for various governance devices. ‘Lev’ is the total liabilities divided by total assets. ‘Cashflow’ refers to the cash flow from a company’s operations and activities divided by total assets. ‘Tq’ is the market value of a company’s equity divided by its total assets. ‘Growth’ is the difference between the company’s current year’s operating income and the company’s period of last year’s operating income divided by the company’s period of last year’s operating income. ‘Diver’ refers to the number of a company’s main businesses. ‘IndeDir’ is the number of independent directors divided by the board size. ‘FamDir’ is the number of family directors of a company divided by board size. ‘FamHold’ is the shareholding ratio of controlling shareholders. ‘Separation’ is the actual controller ownership ratio divided by the control ratio. ‘HHI’ is the sum of squares of results where the company’s main business revenue in the industry is divided by the industry’s main business revenue. In addition, we also set dummy variables industry and year in our regression.




Empirical Model

In this paper, we adopt the panel fixed effect model to analyze and test the effects of economic policy uncertainty on family firm innovation activities. We represent the following regression model (1) to test Hypothesis 1.

[image: image]

In our model, i refers to the ith family firm, and t refers to the year, dependent variable RDi,t refers to the R&D investment of the ith individual family firm in year t. EPUM,t refers to the economic policy uncertainty in year t. Controli,t refers to the control variables of the ith family firm in year t, and εi,t is the residual term.

We represent the regression model (2) to test Hypothesis 2, 3, and 4 as follows.
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In this model, Xi,t is a dummy variable of executive feature, which takes a value from FBi,t, Overseasi,t., or Statei,t. When testing Hypothesis 2, Xi,t takes value from FBi,t; the value of FBi,t is 1 if the executives of the ith family firm in year t possess a financial background, and 0 otherwise. When test Hypothesis 3, Xi,t takes value from Overseasi,t; the value of Overseasi,t is 1 if the executives of the ith family firm in year t possess overseas experience, and 0 otherwise. When testing Hypothesis 4, Xi,t takes value from Statei,t; the value of Statei,t is 1 if the executives of the ith family firm in year t hold state-owned equity participation, and 0 otherwise, and εi,t is the residual term.




RESULTS

Before the empirical analysis, in order to ensure the heterogeneity and effectiveness of the models, we winsorized the main continuous variables in quantiles of 1 and 99%. Fixed-effects regression was used to control for endogeneity measures in the models as well as industry and year. All data processing was conducted using Stata 15.0 software.


Descriptive Statistics

Table 1 illustrates the descriptive statistics. The sample average R&D ratio is 5.3%, which indicates that family firms have less investment in innovation. The sample average Overseas ratio is 5.7%. The sample average FB ratio is 77.9%. The sample average state ratio is 11.1%. The EPUM is 1.381, the maximum EPUM is 2.778, and the minimum EPUM is 0.921, which indicates that economic policy uncertainty is highly uncertain and volatile in China over the last 10 years.


TABLE 1. Descriptive statistics of variables.
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This table shows the descriptive statistics of the variables, EPUM is the annual average economic policy uncertainty divide by 100; RD is the enterprises’ research and development; Lev is the total liabilities divided by total assets; Roa is the operating income; Tq is the market value of a company’s equity divided by its total assets; Growth is the difference between the company’s current year’s operating income and the company’s period of last year’s operating income divided by the company’s period of last year’s operating income; Size is the natural logarithm of the book value of total assets; Age is the number of years between the listing date and established date; FamDir is the number of family directors of a company divided by board size; Cashflow refers to the cash flow from a company’s operations and activities divided by total assets; Diver refers to the number of a company’s main businesses; HHI is the sum of squares of results where the company’s main business revenue in the industry is divided by the industry’s main business revenue; FamHold is the shareholding ratio of controlling shareholders; Separation is the actual controller ownership ratio divided by the control ratio; FB is a dummy variable that takes a value of 1 if at least one of the directors, supervisors, or senior management in a firm has employment experience in policy banks, commercial banks, insurance companies, securities companies, fund management companies, futures companies, investment banks, trust companies, investment management companies, or exchanges, and 0 otherwise; IndeDir is the number of independent directors divided by the board size; EPU is the economic policy uncertainty index by Baker et al. (2016); EPU_G is the annual arithmetic of the global economic policy uncertainty by Baker et al. (2016); LnRD is the logarithm of R&D; ICM refers to the internal capital markets; State is also a dummy variable that takes a value of 1 if a family firm has state-owned equity participation, and 0 otherwise; Political is a dummy variable that takes a value of 1 if at least one of the directors, supervisors, or senior management in a firm has employment experience in the Central Committee of the Communist Party of China, the National People’s Congress, the Chinese People’s Political Consultative Conference, the National Party Congress, local people’s governments at all levels, institutional departments, or local committees of the Communist Party of China, and 0 otherwise.



Baseline Regressions

(1) Economic policy uncertainty and family business innovation investment.

Table 2 reports the results of investment in family firm innovation. Consistent with our expectation, column 1 indicates that the coefficients of economic policy uncertainty are positive (0.0127 and 0.0456), and statistically significant at the 1% level. To test the robustness of our model, we performed an analysis using the logarithm of R&D investment in column 2. This also presents a significant relationship. Our calculation indicates that, although innovation is a long-term investment with high investment and high risk, family enterprises invest less in innovation because of their own ownership. However, the goal of family firms changes from maintenance of firm control to protection of survival and continuity, which improves the willingness to innovate during economic policy uncertainty.


TABLE 2. Basic regression.
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(2) Enterprise heterogeneity.

Table 3 indicates that the estimated coefficient of non-overseas is positive (0.0536) and statistically significant at the 1% level in column 2. On the contrary, this influence is not significant in executives with overseas backgrounds in column 1. Our calculation indicates that non-overseas executives do not have the support of social capital from overseas as a risk hedge, which improves awareness of positively resisting risks and enhances risk-taking. The pursuit of enterprise continuity encourages them to carry out innovation activities actively.


TABLE 3. Group inspection of family firm’s executives with overseas background.

[image: Table 3]
Table 4 indicates that the estimated coefficient of financial background is positive (0.0532) and statistically significant at the 1% level in column 2. On the contrary, this influence is not significant in executives with non-financial backgrounds in column 1. Our calculation indicates that executives with financial backgrounds can receive financial assistance and alleviate external financial constraints, which improves the resources of innovation activities.


TABLE 4. Group inspection of family firm’s executives with financial background.

[image: Table 4]
Table 5 indicates that the estimated coefficient of non-state-owned equity is positive (0.0492) and statistically significant at the 1% level in column 2. On the contrary, this influence is not significant in firms that have state-owned equity in column 1. Our calculation indicates that family firms’ non-state-owned equity should rely on their own strength to resist environmental uncertainty. Managers pay more attention to the survival and long-term development of enterprises by actively participating in innovation activities to improve their competitiveness of the enterprise.


TABLE 5. Group inspection of state-owned equity participation in family firm.

[image: Table 5]


Endogeneity Issue and Robustness Test

We conduct the following robustness tests to ensure the reliability of the main conclusions:


(1)Panel tool variables. With deepening globalization, changes in the international market have a significant impact on China’s economic policies. In this study, we use the annual arithmetic of the global economic policy uncertainty index (Baker et al., 2016) as an instrumental variable to verify the results. The empirical research results show that economic policy uncertainty still has a significant effect on family firm innovation activities (Table 6, column 1).




TABLE 6. Endogenous test and robustness test.

[image: Table 6]
 
(2)The explanatory variables lag by one period. Since economic policies are macroeconomic policies at the national level, and it is difficult for individual micro-behaviors of enterprises to influence all macroeconomic policies, there is almost no reverse causality between enterprise innovation activities and economic policy uncertainty. However, some studies find that the effect of economic policy uncertainty on enterprise activities lags behind. In this study, all explanatory variables and control variables are lagged by one period, and the fixed effects of year and industry are strictly controlled to effectively avoid the endogeneity problem of missing variables (Table 6, column 2).

(3)Variable substitution. In this study, we apply the logarithm of family business innovation investment as the explained variable of innovation investment (Table 6, column 3). Moreover, we also use the China Economic Policy Uncertainty Index (EPU) calculated by Baker et al. (2016) as an explanatory variable to study the impact of economic policy uncertainty and family business innovation activities empirically (Table 6, column 4). After the replacement, the main conclusion still holds.

(4)The regression model is extended because the enterprise innovation investment belongs to the merged data with 0 as the downline. Therefore, a Tobit model was used to test the basic hypothesis. The empirical results show that after changing the regression model, the main conclusions of this study are still valid. The specific results are shown in column 5 of Table 6.





Additional Mechanism Test

To explore the effect of economic policy uncertainty on innovation activities, we further test the mediation role of the firm’s risk-taking capability (Risk1, Risk2), political, and internal capital markets (ICM) using the Sobel method based on the mediating mechanism model.

First, we adopt regression model (3) to test the EPUM and RD. If the regressor is positive and α is significant, then step 2 is performed; otherwise, the test is stopped. Step 2: we adopt regression models (4) and (5) to test the intermediary effect. These show a partial mediating effect if β1, λ1, and λ2 are all significant. These show a mediating effect if β1 and λ1 are both significant, but λ2 is not significant. Zi,t is a mediating variable, which take value from Risk1, Risk2, ICM, or Political.
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(1) ICM is used to test a family firm’s innovation activities by applying an intermediary mechanism. O’Brien (1976) studied the financing function of ICM by the theory of bureaucracy, which shows that integrated enterprise groups can build a capital market within an organization, facilitate financing transactions between enterprises within the group, and reduce financing costs between enterprises within the group. In this study, we follow Xie and Huang (2014) study by applying ICM to indicate the degree of intra-firm fund exchange. ICM can reduce the dependence of firm investment on cash flows and further release the pressure of firm financing. Table 7-1 shows that the regression results are 0.044 and significant at the 1% level, which means that family firms can release the pressure of firm financing under economic policy uncertainty.


TABLE 7–1. Internal capital market.

[image: Table 7]
(2) Testing of risk-taking in family firm innovation activities building on intermediary mechanisms. Risk preference is the leading factor in perceiving decision-making scenarios and making risk decisions. Higher risk-taking means that firms show more preference toward high-risk and high-yield projects when making investment decisions, which is more conducive to maximizing the value of firms (Gao et al., 2020). The volatility of a firm’s earnings is generally used to measure risk-taking under the Chinese stock market’s high volatility. Based on John et al. (2008), we use the industry-adjusted ROA standard deviation Risk1 and industry-adjusted ROA range Risk2 to better measure the risk-taking of a family firm. Table 7-2(1) shows the Sobel test results of Risk1, and Table 7-2(2) shows the Sobel test results for Risk2. The regression results are 0.001 and 0.003, both of them are significant at the 1% level, which indicates that economic policy uncertainty can increase the risk-taking of family firms and promote the development of innovative activities.


TABLE 7–2. Risk-taking.
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TABLE 7–2. Risk-taking.
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(3) Test of the intermediary mechanism of political connections to the innovation activities of family enterprises. Due to China’s political system, business and political connections are inseparable. Interactions and connections between business and politics have received considerable attention due to the rapid growth of China in the new period. Joseph et al. (2007) argue that business and political connections do not bring positive business value after going public. On the contrary, Bian et al. (2008) argue that, instead of decreasing, business and political connections have increased. Table 7-3 shows the relationship of business and political connections with economic policy uncertainty. The regression result is −0.009, which is significant at the 1% level, which shows that by reducing political connections, family businesses reduce the cost of government intervention and rent-seeking. This reduces the ‘political cost’ of establishing and maintaining political connections, and increases the innovation input of the family business through saving the operating cost of the business.


TABLE 7–3. Political connections.
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DISCUSSION

Between 2019 and 2020, China experienced several public emergencies, such as the United States–China trade war and the COVID-19 pandemic, both of which significantly restricted the development of firms and economy. The literature on innovation suggests that extreme shocks have the effect of firms innovate (Yang et al., 2020; Jin et al., 2021; Yonghui et al., 2021). Public emergencies can increase the cost of raw materials, reduce the employment rate, increase the pressure on enterprise operation, and cause firms to experience a crisis of survival (He et al., 2020). The extreme shocks brings a whole new level of uncertainty to the market. Altig et al. (2020) pointed out that the COVID-19 pandemic exacerbated economic policy uncertainty, with some measures of uncertainty peaking. Fernandes (2020) studied the spillover effects of the outbreak of COVID-19 on the global economy and found that COVID-19 notably increased economic policy uncertainty, which led to a global loss of public confidence. Dietrich et al. (2021) studied micro survey data from the United States and found that the level of individual responses to the uncertainty was also large (with a standard deviation of 6 to 7 percentage points), which highlighted the relationship between economic policy uncertainty and the COVID-19 pandemic. Base on the above studies, in this part, we discuss the impact of economic policy uncertainty caused by public emergencies on the innovation of family firms. The results are listed in Table 8.


TABLE 8. Public emergency.
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Table 8 shows that, compared with the years before 2019, the economic policy uncertainty had a significant negative impact on family firm innovation in 2019–2020. Other authors who conducted similar investigations confirmed these results (Guan et al., 2021). According to Feng and Wang (2020), EPU has a strong positive effect on lower cash flow companies and companies with fewer financial constraints. Furthermore, Xu (2019) found that innovations of financially constrained firms and firms that rely on external finance in a competitive environment are affected more. In addition, from a risk-taking perspective, Guan et al. (2021) observed that a negative association between EPU and innovation mainly exists in firms whose executives have a low-risk preference and those with weak risk-taking ability. We summarize the main reasons for the economic policy uncertainty difference as follows:


(1)Before 2019, family firms could obtain sufficient financial support for innovation purposes through the internal capital market With the impact of the United States–China trade war and the COVID-2019 pandemic, however, family firms could no longer have access to such funding because of production shutdowns, cash flow disruptions, among other factors. Instead of the innovation activities, during this process, the first goal for each family firm and each family firm member is to ensure their firm’s own survival. Moreover, the intermediary, fostering innovation by enhancing internal related party transactions, was removed. This has led firms to reduce innovation investment to ensure their survival.

(2)The inheritance and protection of tacit knowledge and special assets cause family firms to take more risks when economic policy uncertainty rises. Therefore, between 2010 and 2018, family firms had more confidence in innovation. However, studies have revealed that economic policy uncertainty caused by public emergency leads to the loss of public confidence globally. Dubey (2020) collected tweets about COVID-19 from 12 countries and explored how citizens treat COVID-19 in different countries based on text mining and sentiment analysis, and found that people show negative emotions, such as anger, sadness, and disgust about COVID-19. These negative emotions reduce risk-taking, thus reducing innovation activities.



Although our findings are promising, there are still some limitations to our proposed work. First, some more advanced methods might be explored and employed to measure the economic policy uncertainty. Second, in order to ensure the integrity and continuity of economic policy uncertainty research, we employed the economic policy uncertainty index for analysis. In the future, economic policies might be classified to understand the impact of different economic policies on the innovative activities of family firms to further provide valuable suggestions for the government to formulate policies. In future studies, the team of authors will focus on the impact of COVID-19 on family firm innovation, and further investigate the central and local governments policies for private enterprise, tax, and financial support etc.



CONCLUSION AND IMPLICATIONS


Conclusion

We examine the relationship between economic policy uncertainty and family firm innovation. Using the economic policy uncertainty index as a proxy for policy uncertainty, we find robust evidence that investment in family firm innovation is positively related to economic policy uncertainty. Moreover, this relationship is influenced by factors such as executive background and state-owned equity. Further analysis indicates that economic policy uncertainty promotes family firms’ innovation activities by improving their risk-taking ability, internal capital market circulation, and reducing political connections.



Implications

(1) Investment in family firm innovation is positively related to economic policy uncertainty. This result indicates that stimulation by the external environment will change the objectives of the family firm and encourage enterprises to innovate positively, even though they tend to be conservative and lack innovation. Therefore, the government should focus on the development of the economy and industry, and reduce unnecessary interventions for enterprises, which revitalize private enterprises.

(2) Executives with a financial background can bring many resources for enterprises, as well as state-owned equity. This suggests that the role and effect of innovation impulses also depend on the firm’s executive characteristics and stakeholders, which are the social capital of family firms. Social capital is an important factor that affects investment in family firm innovation. To resist finance constraints, family firms should pay more attention to accumulation of social capital. Special assets can provide strong assistance for the survival and continuation of enterprises during this period. At the same time, enterprises should carry out institutional innovations to establish risk-taking funds. For enterprises, risk-taking funds can alleviate constraints on cash holdings. For the government, the financing constraints of private enterprises should be considered.

(3) Our study highlights that in family firms, economic policy uncertainty produces positive effects by reducing negative effects of political connections. Our experimental results show that family firms tend to increase their innovation investment by reducing political connections when economic policies are uncertain. There have been mixed research results on effects of political connections on firms’ innovation. First, the business environment still needs to be further improved; however, companies need to re-examine the relationship between government and enterprise. With China’s rapidly changing and reforming systems, enterprises should expand the purpose of political connection from single ‘resource extraction,’ as in the past, toward diversification of resources. Relying on rent-seeking and other methods to ask for it unrestrainedly will only reduce the legality of its existence and lead to mismatching of social resources. In the new period, the relationship between government and enterprise in system reform requires entrepreneurs to change their thinking and assume more social responsibilities. With the deepening of system transformation, political connections have placed higher demands on the role of enterprises. Entrepreneurs must change their past thinking patterns and respond effectively to the demands of various stakeholders.
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FOOTNOTES

1https://www.pwc.com/gx/en/services/family-business/family-business-survey-2018.html

2The “new normal” is a term to indicate the Chinese economy’s new growth paradigm, which is no longer characterized the high-speed growth pattern exhibited in the past. The new trend features more sustainable, mid- to high-speed growth with higher efficiency and lower costs. http://www.chinadaily.com.cn/.

3
https://www.policyuncertainty.com/china_monthly.html

4
Davis et al. (2019) figure that “People’s Daily” and “Guangming Daily” are the spokespersons of Chinese government decision makers. Therefore, they can reflect the uncertainty of the decision makers themselves. SCMP-based index shows more about the interests and views of foreign news editors on policy. Therefore, non-mainland Chinese newspapers have deviations in the concept of “uncertainty” (Qin et al., 2018).
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