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The Financialization Effect of Environmental Regulation:
A Dual Perspective Based on Abatement Costs and Operational Risk

MENG Yuchao', LI Chuntao®

(1. College of Public Finance and Investment, Shanghai University of Finance and Economics, Shanghai 200433, China;
2. Advanced Institute of Finance, Henan University, Zhengzhou 475001, China)

Summary: China’s recent economic growth has run up against resource and environmental constraints, marked by high
emissions and energy intensity. To curb carbon emissions and promote sustainable development, China has rolled out
low-carbon city pilot programs in waves since 2010. By adopting targeted policies, upgrading energy systems, and spurring
firms’ innovation, pilot cities have reduced their carbon footprints. However, these policies raise firms’ compliance costs
and operating risks, potentially encouraging a shift toward financial investments to seek excess returns. Existing literature
has not systematically assessed how low-carbon city pilots affect corporate financialization and through which mechanisms.
This paper fills this gap.

Using data on Chinese A-share listed companies from 2007 to 2023 and following the firm-level financialization
measure in Zhou (2023), this paper examines the impact of low-carbon city pilots on firms’ financial investment decisions
and the underlying mechanisms.

This paper finds that low-carbon city pilots promote corporate financialization overall, but the effect is significantly
weaker among firms facing lower environmental uncertainty, stronger media scrutiny, better infrastructure, a higher local
tertiary-industry share, and in the eastern region. Mechanism tests indicate that higher emission-reduction costs and
elevated operating risks are key drivers. This paper also documents short-term “excessive” financialization following policy
implementation; although temporary, this excess behavior persistently hinders both current and future green transition
efforts at the firm level.

The contributions of this paper are as follows. First, it clarifies how environmental regulation—via cost and risk—
shapes corporate financialization, enriching the policy transmission narrative. Second, it distinguishes between “moderate”
and “excessive” financialization, offering evidence to guide precise policy design and differentiated pathways for firms’
green transformation. Third, it uncovers the dynamic pattern and real effects of low-carbon city pilots on financialization,
providing theoretical support and empirical evidence for building an effective low-carbon governance system. Overall, our
results show that while low-carbon city pilots tend to intensify corporate financialization, targeted conditions and oversight
can mitigate this response, helping cities improve low-carbon policies and better steer firms toward genuine green
upgrading. The study also finds that strengthening the expectation management of environmental regulation can effectively
curb firms’ excessive financialization tendencies. Moreover, optimizing complementary policy measures enhances firms’
willingness and capacity to invest in green activities.

Key words: environmental regulation; low-carbon city pilot; corporate financialization; abatement cost; operational risk
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