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Abstract

Public listed companies in Malaysia have been pressured tremendously to accept the engagement of Environment,
Social and Governance (ESG), but the engagement is still low based on previous studies. ESG will enhance company
financial performance, image as well as the ability to attract and retain the workplace which contributes to the market
value in the economy. This shows that ESG engagement improve company brand image and reputation, increase
customer loyalty and sales as well as productivity. Corporate governance is seen to be the key role to ensure that
companies engage with ESG practices since it can enhance the value creation and improve financial performance.
Even the present investors are bound to look for non-financial performance elements like corporate governance and
environmental, social and governance (ESG) practices that the company engaged since it is an evidence of effective
corporate governance. Based on today’s global and innovation-driven economy which also include social and
environmental matters consisting of welfare distribution and growth, it is said that countries need to be more efficient
in finding new ways to enhance the environmental policy promoting greater change and dynamics. Thus, they must
find new ways to develop an innovation policy to emphasise the knowledge-driven economy on the capacity to adapt
and adopt best practices, create, diffuse and transform innovation and knowledge. The absorptive capacity will
recognise the ability of the individual and company in adopting the innovation which play an essential part in
determining the characteristics of good corporate governance to ensure best ESG practices in the company. This
paper examines the relationship between board capabilities and ESG practices through the mediating role of
absorptive capacity. Board size, board diversity and board independent are the board capabilities that the paper
investigates. Collection of information and data was from company's listed in FTSE4Good Bursa Malaysia from the
year 2012 to 2016. The results from the regression analysis show that ESG practices have a significant relationship
with board size, board diversity, board independence and absorptive capacity. On top of that, absorptive capacity is
perceived to have influence on board diversity and board independence towards ESG practices. The results provide
empirical evidence and guidance in identifying areas of problems in the current policy and amend it for a better
policy in promoting sustainability.

Keywords: board capabilities, board size, board diversity, board independence, absorptive capacity and ESG
practices

1. Introduction

Presently, investors act as a risk adverse and are more likely to invest at the lowest level of risk but expecting to get
high returns. They are bound to look for non-financial performance elements like corporate governance and
environmental, social and governance (ESG) practices that the company engaged. Sustainability initiatives consists
of policies, projects and practices which companies use to achieve their goals and objectives (Matten & Moon, 2008)
and among the initiative is environmental, social and governance (ESG) practices. According to Said, Hj Zainuddin,
and Haron (2009), Dato’ Seri Najib Tun Razak, the former Prime Minister of Malaysia state that engagement with
sustainability initiatives will enhance the company financial performance, image as well as the ability to attract and
retain the workplace which contributes to the market value in the economy during the Corporate Social
Responsibility Conference on 21 June 2004. This shows that companies that engage with sustainability initiatives
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tend to improve their brand image and reputation, increase their customer loyalty and sales as well as increase the
product quality and productivity.

Since the 1980s, companies under the private sector in Malaysia have been pressured tremendously to accept the
engagement of environmental, social and governance (ESG) but the level of the engagement is still low based on
previous studies (Said et al., 2009). This may be due to the lack of effort from the top management to consistently
ensure that their companies align with the ESG disclosure. Effective corporate governance would ensure the interest
of their stakeholders would be looked after by the disclosure of the economic, social and environmental condition
and performance (Haque, 2017; Said et al., 2009; Okon & Richard 2017). The responsibility to monitor those tasks is
on their top management by ensuring that there is an appropriate control system had been implemented (Said et al.,
2009). A study from Matsumura, Prakash, and Vera-Mufbz (2013) stated that shareholders tend to pressure the
managers of the companies to evaluate any opportunity and risk involved by the company towards the climate
change and then report the financial consequences. Corporate governance is a key role to ensure that companies
engage with ESG practices. This is because corporate governance is one of the factors that can enhance the value
creation of the companies and improve their financial performance especially when these companies faced corporate
scandals (Kakabadse, Ward, Korac-Kakabadse, & Bowman, 2001; Shivdasani & Zenner, 2004). Companies like
Enron, Worldcom, Lechman Brothers and Rank Xerox are examples of companies which collapsed due to the bad
corporate governance practices by the top management (Lawal, 2012). The takeaway from those incidents is that the
ability of the firm to compete is determined by the firmness of governance mechanism especially in environmental
circumstances (Lawal, 2012).

In addition, based on today’s global and innovation-driven economy which also include social and environmental
matters consisting of welfare distribution and growth, it is said that countries need to be more efficient in finding
new ways to enhance the environmental policy promoting greater change and dynamics (Sysytem, 2005). Thus, they
must find new ways to develop an innovation policy to emphasise the knowledge-driven economy on the capacity to
adapt and adopt best practices, create, diffuse and transform innovation and knowledge (Jukneviciene, 2013; Okon,
2017). The absorptive capacity will recognise the ability of the individual and firms in adopting the innovation which
play an essential part in determining the characteristics of good corporate governance to ensure best ESG practices in
these companies.

1.1 Problem Statement

According to Bianchi, Drew, and Walk (2010), the development of ESG practices among companies had been
acknowledged by the wold’s financial markets as one of the principal factors, essential for the process of decision
making by the investors. By considering the impact of these non-financial performances towards the financial
performance, it will become the most important indicator for the investors. ESG practices has become the popular
topic for the researchers as ESG can be used by the investors to analyse how companies run their businesses in an
ethical manner which will become more important towards the ethical investors.

In recent years, the ESG performance has been an important issue in developing sustainable strategies which will
affect the overall firm performance (Eccles, Serafeim, Seth, & Ming, 2013). In addition, the relationship between
ESG performance and financial performance has been studied extensively (Surroca, Trib@ & Waddock, 2010).
According to Friedman (2002), the company will entail additional cost which might reduce the value of the company
if the social responsibility activities and environmental investments exceed the binding minimum standards of the
company. However, according to Kim and Lyon (2015), the environmental regulatory paradigm is developed as
enforcement to the firms to be aware of the environmental improvement because it will make them incur less
profitable cost if they incur more environmental cost compared to the revenue incurred. Supporting that statement, it
is said that ESG activities will enhance the value of the firms (M. Malik, 2014; Porter & Kramer, 2011) as such
activities can improve the capabilities of the management team and attract qualified employees to the firms (Ali
Fatemi, 2017; Obodo & Anigbata 2018) as well as strengthen the relationship between the stakeholders and enhance
the reputation of the firms (Branco & Rodrigues, 2006).

Stakeholders pay intention to the report of the company which not only focuses on the financial information of the
company, but also emphasize the ESG disclosure regarding corporate social responsibility (CSR) metrics and
sustainability (Nabil Tamimi, 2017). They added that CSR is being observed in the companies as companies become
aware that their ethical labour practices, environmental reports and corporate governance are being watched by
various stakeholders who will affect the performance and success of the companies. It is said that there is a need for
the measurement and analysis of sustainability metrics as more firms tend to measure and disclose their sustainability
performance (KPMG, 2011).
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In order to adapt with the ESG practices, countries around the globe needs to find new ways to innovate their policy
work to ensure a knowledge-driven economy to build the capacity to adopt, adapt best global practices, create,
diffuse as well as transform knowledge and innovation (Jukneviciene, 2013). This is because innovation will help an
individual, organization and country to gain strengths and competitive advantages in their economic and social
welfare. However, according to Dosi, Nelson, and Winter (2001), it is necessary for an organization to have
organizational learning in order to reorganize their capabilities towards organizational change. As mentioned by
Cohen and Levinthal (1990), absorptive capacity consists of two components which are: 1) the capacity to adopt the
ideas from the outside world (adoption capacity) and 2) the capacity to make new inventions (invention capacity).
Thus, the ability of the organization to create new capabilities depends on its ability to reconstruct and adapt the
knowledge (Pettigrew & Whipp, 1993). This is because, if the organizations do not have the ability to unlearn, it
shows that the organization has lack of organizational capacity (Cohen & Levinthal, 1990). However, according to
Sarah E.A. Dixon (2007), in the transition economies, the absorptive capacity by the management is limited by their
experience in different economic systems. Thus, it is important for the company to access the absorptive capacity of
its board members to enhance the sustainability of the company. From the problem statement that was discussed
earlier, the study examines the relationship between board capabilities and ESG practices through the mediating role
of absorptive capacity.

2. Literature Review

The study explores the board capabilities consisting of board size, board diversity and board independence towards
ESG practices as well as the mediating rule of absorptive capacity. The relationship between those board capabilities,
absorptive capacity and ESG practices will be discussed in accordance with past literature review which has proven
that there is a possible influence of board size, board diversity and board independence towards ESG practices. This
would also include the possible mediating effect of absorptive capacity on the relationship between board capabilities
and ESG practices. In addition, the theoretical framework is discussed based on the literature review.

2.1 Dynamic Capabilities Theory

The Dynamic Capabilities Theory is retrieved from the Capabilities Theory and the Resource-Based View created in
the 1990s (Gonzalez-Campo, 2015). According to Eisenhardt and Martin (2000), this theory stated that the
proposition of Resource and Capabilities Theory may be treated as static. This Dynamic Capabilities Theory can be
considered as a new theory which tends to upgrade the explanation of capacity under the Resource-Based View and
the Capabilities Theory by making the market dynamic in terms of competition as well as the acquisition of
resources into their research (Gonzalez-Campo, 2015).

The reason behind the extension of the Resource and Capabilities Theory is that some researchers thought that the
theory did not explain thoroughly how and why companies can have a competitive advantage, which was an
unforeseeable change by previous studies (Eisenhardt & Martin, 2000). According to Grant (1996), in a dynamic
environment, dynamic capabilities of the management of the company will become sources for maintaining the
competitive advantage and that management will find that knowledge has become critical resources for them to
exploit. Hence, dynamic capabilities tend to lead the company to form their strategic company routines allowing the
resources to be altered based on the acquisition, integration or recombination of the resources to create new strategic
values (Grant, 1996; Pisano, 1994). Zollo and Winter (2002) stated that dynamic capabilities aligned with collective
activity patterns would create and modify routines to generate greater organizational efficiency. To create and
develop dynamic capabilities there will be three processes in the accumulation of experience and their routines, the
articulation of the knowledge and codification of the knowledge. The existing organizational routines can be
improved with the interaction of these three mechanisms. In the meantime, this interaction also allows the company
to combine their tacit and explicit knowledge in the social process, which allows for the transmission of tacit
knowledge that can promote creation, transfer, acquisition and integration of knowledge.

The function of Absorptive Capacity under dynamic capability is to be applied to its knowledge creation function
that is essential for the development of new organizational capabilities (Todorova & Durisin, 2007; Zahra & George,
2002; Okon, 2018). These capabilities will be formed in the innovation development that will give advantage to the
company to adapt with the changes within its surroundings.

2.2 Resources and Capabilities Theory

Gonzalez-Campo (2015) recommended that for a company to generate its competitive advantage, it should focus on
resources and capabilities which are basic to the production of goods and services. Many researchers analyse a
company’s strength in exploiting resources and capabilities which could be presented as opportunities by the
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environment as well as to neutralize their external threats which can give a bad impact towards the performance of
the company’s productivity (Peteraf, 1993; Wernerfelt, 1984). This indicates that the company tends to focus on their
competitiveness to achieve their profitability by showing their interest in their resources and capabilities. Thus, this
condition made the development of Resources and Capabilities Theory as stated by Wernerfelt (1984), Barney
(1991), Grant (1991), and Peteraf (1993) that is made with the assumption of heterogeneity in this resources and
capability of the company with preferable skills to achieve their competitive advantages in the market.

According to Gonzalez-Campo (2015), under the Resources and Capabilities Theory, companies tend to possess
extraordinary resources and capabilities leading to competitive advantages. Absorptive capacity allowed the users to
apply their new knowledge to create the advantage (Wernerfelt, 1984). Based on Grant (1996) study, tacit knowledge
is known as one of the key resources that can be considered as strategic resource and a skill that can be used to obtain
primary capability to achieve competitiveness (Cohen & Levinthal, 1990). According to Gonzalez-Campo (2015),
under the development of Resources and Capabilities Theory, Absorptive Capacity is said to be part of the Dynamic
Capabilities Approach. The approach is known as one of the knowledge absorption processes consisting of a series
of phases like acquisition, assimilation, transformation and application that lead to the creation of new capabilities
for the company (Zahra & George, 2002).

2.3 Environmental, Social and Governance (ESG) Practices

The prevailing investment model focuses on the incorporation of environmental and social development in the global
financial market (Cadman, 2011). ESG disclosure means the amount of environmental and social governance data
that are voluntarily disclosed. ESG disclosure is an important indicator in identifying the ESG practices engaged in
by the company as well as the essential variables that demonstrate how a company manages risks and monitors its
ESG performance. Mdler et al. (2015) found that companies that disclose much information on ESG tend to have
lower capital costs. Companies report their ESG practices and performance in their annual reports in different ways,
which contribute to difficulties in making comparisons. As such, a unified measure of the performance of ESG
practices is needed (Mdler et al., 2015; Obodo,2018). For investors to understand the risks and opportunities
involved in the companies, the latter should organise their concepts of ESG disclosure to enable the former to access
information regarding their ESG performance (Bassen & Kovacs, 2008).

Investors use the disclosed information on ESG practices and performance to analyse the company’s performance. A
statically significant return of earnings is indicated when a company is involved in sin stock investments like
gambling, tobacco and alcohol traded publicly (Hong & Kacperczyk, 2009). However, the high abnormal returns
from companies with bad ESG practices can also make investors reluctant to invest (Cadman, 2011). Realising the
impact of ESG information on a company’s security and reputation, most companies are developing better ways to
disclose ESG. According to Murphy and McGrath (2013), the need for better ESG disclosures is due to legal
concerns, such as lawsuits or penalties. Companies face challenges in disclosing their ESG practices. In any case,
investors are able to integrate valuable company information in their decision-making process when ESG
information is insufficient and inconsistent. By having good ESG practices and performance, the company can be
protected whilst having substandard performance, because the ESG reputation will prevent the shareholder value
from dropping. ESG information gives a good picture of the company to investors in terms of company transparency
(Mdler et al., 2015), accountability (Cadman, 2011) and ethical corporate and financial behaviour. Moreover, ESG
practices and performance can effectively demonstrate the level of corporate compliance reflecting the company’s
future performance and sustainability.

2.4 ESG Practices and Board Capabilities

Corporate governance has a vital role in developing a company’s management structure, which in turn, can improve
cash flow and reduce the cost of capital. Tian and Twite (2011) reported an increase in the number of studies
examining the relationship between corporate governance and company performance as well as the investor’s
interpretation of this relationship. Brown and Caylor (2009) found that the United States has good corporate
governance as well as better ROE, ROA and Tobin’s Q compared with other nations. Previous studies on the
relationship between corporate governance and firm performance found that good firm performance can be
developed by having good corporate governance. Thus, the development of the latter has favourable impact on the
former. However, companies should also be wary of the costs associated with the implementation of an effective
governance system. Most corporate governance studies seem to use the same variables to categorise the
implementation of good corporate governance. These variables include board independence and size, CEO duality
and ownership structure (Fooladi & Nikzad Chaleshtori, 2011), managerial compensation, ownership structure,
shareholder rights and board characteristics (Tian & Twite, 2011). Board characteristics consist of board size,
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number of board meetings per year and percentage of independent directors, which are considered the most
favourable variables in the United States (Eccles, Serafeim, & Krzus, 2011).

According to Habbash, Xiao, Salama and Dixon (2014), the most essential element in corporate governance is the
board of directors because they are closest to the management and shareholders. Thus, the board can reduce the
separation of ownership and control. Moreover, the effective use of the board as an internal governance mechanism
is essential in ensuring the performance and profitability of the firm (Bhagat & Black, 1999; Brickley, Coles, &
Terry, 1994; Johnson, Daily, & Ellstrand, 1996). In this sub-section, we review the theoretical foundation for the
relationship between board size and diversity toward ESG practices.

2.5 Hypotheses Development
2.5.1 Board Size

Board size represents the total number of directors’ seats in the corporate board. The size of the board has an impact
on the independence of the board and the quality of corporate governance (Shivdasani & Zenner, 2004). The
company’s board size is important in achieving effectiveness and in enhancing company performance. The board
represents the ability to co-opt the resources limited from the external environment according to Kiel and Nicholson
(2003). Dynamic capabilities theory can explain such a view. According to this theory, dynamic capabilities lead to
competitive advantages as the management tends to exploit knowledge, which can be considered as a critical
resource. Such knowledge can affect the board’s corporate decision and the quality of the board members'
deliberation. However, there is an ongoing debate in corporate governance literature with regards the ideal size of the
board. According to Bennedsen, Kongsted and Nielsen (2008) the optimal size of the board can be based on many
variables, such as firm size, age, industrial classification, degree of monitoring and value addition required by the
members (Connelly & Limpaphayom, 2004).

According to Guest (2009), board size has a negative relationship with company performance, which means that the
larger the board size, the more negative the impact toward company performance. Jensen (1993) argued that a small
board size has favourable impact on company performance, as the CEO could easily monitor the boards. The
available literature presents two effects of board size: an increase in board size will decrease management board
control as well as communication problems and coordination in management (Eisenberg, Sundgren, & Wells, 1998;
Jensen, 1993; Yermack, 1996). Moreover, Jensen (1993) added that a larger board room environment poses
difficulties for the CEO to control the group, which could lead to poor decision making. This situation indicates that
a larger board size could result in poor communication and coordination that, in turn, could affect the board’s ability
to make good decisions.

Several studies have been conducted to determine an ideal board size that could contribute to high performance.
Jensen (1993) suggested seven or eight persons per board, whilst Lipton and Lorsch (1992) recommended an ideal
board size consisting of eight or nine members. Meanwhile, other researchers favour a large size board that
guarantees diversity; competitive advantage; a wide range of experiences, skills and expertise; corporate strategy,
resource co-optation, creativity and innovation (C. M. Dalton & Dalton, 2005; Jackling & Johl, 2009; Klein, 2002).
In other words, a larger board size guarantees that there would be more members, whose experiences can be used by
the firms in effective decision making, especially when independent, outside directors are part of the board. Coles,
McWilliams and Sen (2001) argue that a smaller board size will enhance company performance, as the researchers
found that the larger board size will enhance the performance of a complex organisation. Therefore, the study
formulates the following hypothesis:

H1: A significant relationship exists between large board size and ESG practices among the PLCs in Malaysia.
2.5.2 Board Diversity

A diverse board is a well-balanced board. Members of the board come from different backgrounds and professional
fields, creating a synergy that can help members carry out their roles and duties (Carpenter & Westphal, 2001).
According to Kang, Cheng and Gray (2007) and Erhardt, Werbel and Shrader (2003), board diversity represents
demographic elements like age, gender and ethnicity as well as cognitive elements like professionalism, experience
and qualifications. Considering all the positive factors above, a well diverse board can enhance corporate fair play (D.
Carter, D'Souza, Simkins, & Simpson, 2007).

Another aspect of board diversity discussed nowadays is gender. Researchers are interested in exploring the roles of
female directors in various perspectives (Haque, 2017), especially in their involvement in the social and environment
context. Based on Huse and Grethe Solberg (2006), female directors are more involved, diligent and committed and
are less self-oriented in making any decision for the company, thus enhancing the effectiveness of the board or its
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directors. Swartz and Firer (2005) highlighted the advantage of having females on the board as they possess a
different sociological understanding and perception of matters that affect decision-making. These studies are
supported by Hillman and Dalziel (2003), who explained the concept of resource-based view (RBV) theory on the
board. In this instance, female board directors promote the carbon performance and the carbon-related strategies of a
firm by having various aspects of the human and relational capital. This behaviour aligns with the study by Liao, Luo
and Tang (2015) and Braun (2010), who all argued that female directors or managers show more concern for
environmental issues compared to male directors or managers. Females are more likely to participate in
environmental programs that would enable them to make contributions to social, environmental and sustainable
development. Khlif, Hussainey and Achek (2015) argued for the advantages of having female directors, as firms that
operate with high femininity tend to engage more on social and environmental programs to protect the interest of
stakeholders. Furthermore, high gender diversity increases financial and social opportunities whilst promoting
company legitimacy and success (Siboni et al., 2016; Olowa, 2018).

Although different attributes of board diversity tend to be investigated for the outcomes of the findings, the literature
remains mixed and equivocal. Some studies have reported that board diversity is positively related to improving
company performance (D. A. Carter, Simkins, & Simpson, 2003; Erhardt et al., 2003; Richard, 2000; Roberson &
Park, 2007), whilst others found a negative and even no relationship in several instances (D. R. Dalton, Daily,
Ellstrand, & Johnson, 1998; Shrader, Blackburn, & lles, 1997; Zahra & Stanton, 1988). Considering the numerous
arguments on the presence of female directors on the board, we formulate the following hypothesis:

H2: A significant relationship exists between board diversity and ESG practices among the PLCs in Malaysia.
2.5.3 Board Independence

The board of directors is a crucial element in monitoring and supervising company management, and thus,
independence of the board members has become a hotly debated issue among researchers. According to Eng and
Mak (2003), independent directors should not have any financial relationship with the company; in other words,
these directors should not own any shares in the company. Independent directors tend to show better
decision-making, which leads to improved governance and supervision (Jensen, 1993). Currently, most organisations
tend to have more independent directors on the board by increasing the number to only one or two inside directors on
the board (Cresp ¥Cladera & Pascual-Fuster, 2014). The above statement is supported by Bhagat and Black (2001),
who argued that one of the principal duties of the board is to have independent directors who can effectively monitor
the management of the company. Borokhovich, Parrino and Trapani (1996) supported this finding by stating that
board independence could enhance company performance and value. Better supervision from the board can enhance
the effectiveness of the management and improve company performance.

Based on agency theory, independent directors effectively monitor company management, thus enhancing company
performance and reducing agency costs (De Villiers, Naiker, & Van Staden, 2011). Independent directors are not
involved in the daily operations of the company, and thus, they are less influenced by the executive management
((Liao et al., 2015). Hence, independent directors can provide effective monitoring management and relevant
feedback to the company operation (Liao et al., 2015). This observation is also supported by dynamic capabilities
theory, which states that this behaviour creates routines in the company to generate better organisational efficiency
and effectiveness. Haque (2017) stated that in climate change activities of the company, the role of the board
becomes critical in reducing agency cost, which might come in these two situations: CSR engagement in poor
performing executives and long-term investment in carbon-related investment.

Inefficient directors or managers may display conflict of interest in completing their jobs, especially when they
engage in social and environmental activities to maintain their relationship among the stakeholders and then use said
relationships as an entrenchment strategy (Cespa & Cestone, 2007). This behaviour is explained by Merkl-Davies
and Brennan (2007), who stated that self-serving managers use this opportunity to manipulate poor company
performance and decisions from the stakeholders. According to Haque (2017), underperforming directors tend to
undertake ESG practices or initiatives like making donations to environmental NGOs and environmental pet projects
and maintaining their relationships with environmental activists. Such actions are done by underperforming directors
who want to leave a good impression on the stakeholders (Cordeiro & Sarkis, 2008) and maintain their job position.
This opportunistic act of ESG practices leads to a conflict of interest among the directors in performing their jobs.

According to Yasser, Entebang and Mansor (2015), there is an ongoing debate on the relationship between board
independence and company performance which, some say, have no correlation at all. Sami, Wang and Zhou (2011)
and Bonn (2004) found a significant positive relationship between percentage of independent board and company
performance. However, S. U. Malik (2012) and Fooladi (2012) found no significant relationship between board
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independence and company performance, even though they expected a positive relationship based on literature.
Mallin and Michelon (2011) stated that a company can have human and rational capital like competencies, unique
skills, external links and professional expertise when it has independent directors. Independent directors resolve
environmental difficulties, attract resources and manage any dependencies that could improve company performance.
This idea is supported by O'Neill, Saunders and McCarthy (1989), who argued that independent directors use their
experience and expertise to attract many environmental opportunities. A diverse set of independent directors are also
capable of balancing environmental and financial accountability and meeting the company’s short- and long-term
objectives (Liao et al., 2015; Michelon & Parbonetti, 2012). Thus, having independent directors could resolve the
conflict of interest among directors and managers. Independent directors are more sensitive to stakeholder interest,
which could lead to the innovative environmental activities (De Villiers et al., 2011). This strategy enhances the
company image in the market and improves the reputation of the directors.

Studies from De Villiers et al. (2011) and Mallin and Michelon (2011) found a positive relationship between
independent directors and social and environmental performance in US companies. Liao et al. (2015) also supported
the above findings by arguing that a positive relationship exists between independent directors and social and
environmental disclosure. Thus, this discussion leads to the following hypothesis:

H3: A significant relationship exists between board independence and ESG practices among the PLCs in Malaysia.
2.5.4 Organizational Absorptive Capacity

To adapt and adopt their capabilities, companies needs to consider the organisational learning proses as an essential
strategy so that they are able to adapt the changes for a better future (Dosi et al., 2001; Eisenhardt & Martin, 2000).
Cohen and Levinthal (1990) have developed an organizational absorptive capacity to illustrate how a company
absorbs relevant knowledge for its development. Absorptive capacity is known to give advantage to the company
because it allows the company to identify the value of the new input or information which have been accumulated
from internal and external sources and to absorb and apply the information for the decision-making in their business
(Cohen & Levinthal, 1990; Saraf, Liang, Xue, & Hu, 2013). A number of researchers found that absorptive capacity
played an important role in an information technology (IT) business literature when a company puts in enough effort
to gain and internalize new IT knowledge (Joshi, Chi, Datta, & Han, 2010; Malhotra, Gosain, & Sawy, 2005). By
having this absorptive capacity, a company can proactively conduct a quick and proper decision on their business
strategies compared to their competitors (Elbashir, Collier, & Sutton, 2011; Francalanci & Morabito, 2008). In
connection with Dynamic Capabilities Theory, absorptive capacity allows the user to exploit their knowledge to
achieve the competitiveness of the company.

Additionally, absorptive capacity has been significant in certain areas like healthcare even though its dimensions are
well-defined in other studies and its usefulness is quite established in many other contexts (Kash, Spaulding, Gamm,
& Johnson, 2013). There are three attributes of absorptive capacity identified by Cohen and Levinthal (1990),
namely identification, assimilation and exploitation. However, the list of attributes has been expanded by other
researchers to include the four attributes of acquisition, assimilation, transformation and exploitation of the new
knowledge (Flatten, Engelen, Zahra, & Brettel, 2011; Zahra & George, 2002). Acquisition is the process of
identifying valuable knowledge from internal resources. managerial compensation, ownership structure, shareholder
rights and board characteristics (Lane & Lubatkin, 1998). Assimilation reflects the process of understanding and
interpreting the meaning of knowledge while transformation means integrating the new knowledge with current
knowledge and then applying the knowledge (Zahra & George, 2002). Finally, exploitation is the procedure of using
the knowledge in improvising the company’s performance and value (Wu & Hu, 2012). Together, these four
attributes will be able to confirm the company’s ability to apply new knowledge. Prior researchers stated that high
absorptive capacity led to better firm quality improvement (Kash et al., 2013; Lev, Fiegenbaum, & Shoham, 2009;
Wu & Hu, 2012).

The company’s capacity to utilize and exploit gained knowledge as part of the concept of re-conceptualization itself
has been discussed by Minbaeva, Pedersen, Bjétkman, Fey, and Park (2003). Their study indicated that employees’
motivation and ability are key factors for the development of the company’s absorptive capacity. It also reveals that
activities from the human resources management will have a positive influence on absorptive capacity development.
An exploratory discussion on absorptive capacity development by Lenox and King (2004) found that managers will
positively affect the absorptive capacity of the firm by giving important information to top management. Based on
these arguments, a prominent level of absorptive capacity would enables organizations to transform data into insights
that speed up the decision-making process and allow staff to respond quickly to customer needs. Therefore, we
formulate the following hypothesis:
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H4: There is a significant relationship between absorptive capacity and ESG practices
2.5.5 The Mediating Role of Absorptive Capacity

Absorptive capacity can be considered as a higher-order organizational capability (Liu, Ke, Wei, & Hua, 2013;
Roberts, Galluch, Dinger, & Grover, 2012) which enables company to identify, assimilate and exploit lower-order
capabilities (e.g. operational capability and IT capability) in order to help companies acquire and maintain their
competitive advantage (Cohen & Levinthal, 1990; Grewal & Slotegraaf, 2007; Zahra & George, 2002). IT
capabilities can be considered as lower-order capabilities that can be converted into higher-order capabilities (Pavlou
& EIl Sawy, 2010). There have been arguments regarding absorptive capacity acting as a complement towards IT
capability in creating value for the company as well as increasing its performance. However, the performance of the
company cannot be guaranteed unless the company has enough capacity to identify, absorb, transform as well as
exploit the knowledge that IT has generated. Therefore, this condition proposes that engaging ESG practices through
the mediating role of absorptive capacity has an indirect impact on the boards’ capabilities as expressed by the
following hypotheses:

H4a: Absorptive capacity mediates the relationship between board size and ESG practices

H4b: Absorptive capacity mediates the relationship between board diversity and ESG practices
H4c: Absorptive capacity mediates the relationship between board independence and ESG practices
2.6 Theoretical Framework

The theoretical framework represents the perception of the researchers on the relationship of variables to each other
(model) and explains the reason on the association of these variables (theory). From the objectives of this study, it
focuses on the ESG practices among the companies in Malaysia and the impact of board size, board diversity and
board independence on those ESG practices. Apart from that, this study also tested the mediating effects of
organizational absorptive capacity on the relationship between those board capabilities and ESG practices.

Figure 1 shows the theoretical framework for this study which proposes the association of dependent variable,

independent variables and mediating variables.
Absorptive
Capacity

Board Size

Board Diversity

Board
Independence

(Independent variables) (Mediating variable) (Dependent variable)
(Theory 2.2) (Theory 2.1)

Figure 1. Theoretical framework of the relationship between board capabilities and ESG practices among the public
listed companies in Malaysia and the mediating effect on that relationship

Based on the theoretical framework above, the objective of this study is to examine the relationship between board
size, board diversity and board independence and ESG practices. According to the previous researcher’s finding in
the literature review earlier, the relationship in this study is expected to be a positive relationship between those
board capabilities and ESG practices. As per this framework, previous studies found that capabilities of the board
may affect the company’s ESG practices. This theoretical framework also describes the association of organizational
absorptive capacity mediating effects on the relationship of board capabilities and ESG practices among the
companies. To this degree, based on the Resources and Capabilities Theory, a company will have a competitive
advantage in the dynamic market if the management has a better knowledge regarding absorptive capacity to
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effectively and efficiently manage the resources and develop new opportunities for the company (Gonzalez-Campo,
2015).

3. Research Methodology and Design

The objective of this study is to analyse the ESG practices of Malaysian companies within five years of data
collection. The study examines the relationship between board capabilities and the ESG practices of companies.
Board capabilities consist of board size, diversity and independence. In addition, this study also aims to investigate
the mediating effect of organizational absorptive capacity on the relationship between board capabilities and ESG
practices. Thus, this section discusses the research design and methods conducted to fulfil the objectives of this
study.

3.1 Sample Description and Data Collection Procedure
3.1.1 Sample of ESG Companies

To promote the sustainable practices among companies in Malaysia, Bursa Malaysia has taken various actions, such
as implementing sustainability port and CSR guidelines (Russell, November 2016). Bursa Malaysia extended their
effort in encouraging and supporting the companies to enhance ESG practices and disclosures by introducing the
ESG index. The companies under FTSE4Good chosen as the FTSE4Good Malaysia Index constituents are selected
from the top 200 Malaysian companies in FTSE Bursa Malaysia Emas Index. These constituents are screened by the
Bursa Malaysia based on their transparency in defining ESG criteria. The developed index is assigned to identify
Malaysian companies that exert more effort in corporate responsibility practices. The FTSE ESG Rating has become
the engine of FTSE4Good Index. Thus, companies that wish to be listed in the FTSE4Good Index Constituents must
pass the FTSE ESG Rating to obtain the specific threshold. The specific threshold will be the additional screen
displayed in FTSE4Good Index Ground Rules. The rules of the FTSE ESG Rating are meant to give better
understanding to the companies of practicing ESG in various aspects. The rating will provide investors flexible and
granular data.

3.1.2 Data Collection

This study adopted the quantitative method that can be used in the descriptive hypotheses testing to determine the
relationship of board capabilities on ESG practices. This study employed the cross-sectional method for the time
considered, which was from September until November 2017. The main sources for this study included secondary
data, consisting of information obtained from annual reports of the companies listed in the FTSE4Good based on the
Bursa Malaysia website. Annual reports from 2012—2016 were used as references. Stratified sampling was applied in
this study because the data were collected in separate groups from the Bursa Malaysia listing of companies. Stratified
sampling generated a sample of the population that best represents the entire population of ESG practices among the
PLCs in Malaysia. According to the June 2016 FSTE4Good list of companies, 34 companies registered in this group
comprised the population of this study.

3.2 Variables and Measurement

Based on the research framework, the two variables used in this study were as follows: ESG practices as dependent
variables, board capabilities as independent variables and absorptive capacity as the mediating variable. Board
capabilities consist of board size, board diversity and board independence.

3.2.1 Dependent Variable

In this section, the dependent variables, namely, ESG practices among the companies that had been selected, was
evaluated by using the metrics outlined by Nabil Tamimi (2017). The metrics were categorised in three groups:
environmental, social and governance metrics.

Table 1. Examples of environmental metrics

Metric Measurement items Source

1SO 14000 certification Yes/No (Nabil Tamimi,
Energy efficiency policy Yes/No 2017)
Environmental supply chain management Yes/No

Green building policy Yes/No
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Sustainable packaging Yes/No
Presence of environmental quality management policies Yes/No

Protection of biodiversity (e.g. protection of trees, vegetation Yes/No
and wild life) Yes/No

Climate change policies

Table 2. Examples of social metrics

Metric Measurement items Source

Initiative employed to reduce social risks in the supply chain Yes/No (Nabil Tamimi,
Fair remuneration policy Yes/No 2017)

Training initiatives Yes/No

Commitment to equal opportunity policies Yes/No

Childlabour prevention policies Yes/No

Ethical policies Yes/No

Whistle blower policies Yes/No

Table 3. Examples of governance metrics

Metric Measurement items  Source
Number of female directors on company board Count (Nabil
Number of board meetings for the year Count Tamimi, 2017)
Number of meetings of the board’s audit committee Count

Number of directors on the company’s compensation committee Count

3.2.2 Independent Variables

In this section, the independent variables for board capabilities (board size, diversity and independence) were
evaluated using the items outlined by Said et al. (2009) and Haque (2017)

Table 4. Operationalisation of independent variables

Independent variables Measurement items Source
Board size Number of directors sit on the board (Said et al., 2009)
Board diversity Dummy variable equals to 1 if there are females on board (Haque, 2017)

and 0 otherwise

Board independence Percentage of independent directors on the board (Haque, 2017)

3.2.3 Mediating Variable

In measuring the mediating variable, exploitation of the knowledge is being evaluated as outlined by
Gonzalez-Campo (2015). Exploitation is one of the factors that can fulfil the goals of the company and satisfying its
needs. This measurement is used to know the improvement of the existing competences, generate new competence as
well as create new products (Cohen & Levinthal, 1990). This measurement consists of a scale used by Gebauer,
Worch, and Truffer (2012) that uses commercial application to acquire knowledge.

CAPAB = EXPLOIT

Where, EXPLOIT = measures the knowledge of exploitation by summing the variables consisting of the creation of
new products or services and the enhancement of existing products or services as a total number of innovations in the
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company. The items involved are:

Table 5. Examples of exploitation metrics

Metric Measurement items Source

Innovation of the production Number of innovation implemented by

method company (Gonzalez-Campo, 2015)
Improvement of the quality of Number of important innovation implemented

product or services by company

Broadening the product or Number of important innovation implemented

services range by company

3.3 Data Analysis

The data collected for this study were recorded and analysed using Statistical Package for Social Sciences (SPSS)
software Version 23 and Microsoft Excel. Descriptive analysis was conducted to examine the board size, diversity
and independence as well as ESG practices to answer the study's main objective. To measure the mediating effect or
absorptive capacity in the relationship between board capabilities and ESG practices, the correlation and regression
will be carried out to the hypotheses. In this data analysis, the quantitative data and statistics demonstrated the
relationship between the developed hypotheses. Linear regression is typically used to analyse the relationship
between two variables, whilst multi-linear regression is used to analyse the relationship between multiple
independent and dependent variables. The outcome of the regression analysis will be in terms of positive, negative
and no correlation at all among the variables which had been tested. Positive correlation indicates that when one
variables increase it will be similar with the other while negative correlation indicate the opposite reaction.

4. Findings and Discussion

In this section, data were collected and the results from tests and regressions were analysed. These results were
analysed according to the reviewed literatures. Moreover, the data collected were transferred and analysed using
SPSS software and Microsoft Excel. Thus, this step led to a better understanding of the relationship between
corporate governance and ESG practices along with the mediating effect of absorptive capacity.

4.1 Descriptive Statistics

Table 6. Data descriptive statistics

Variables Mean Maximum Minimum Std. Dev.
ESG 39.56 71 28 7.49
BODS 9.24 17 5 2.18
BODD 0.79 1 0 0.41
BODI 48.58 90 11.11 15.84
CAPAB 3.38 18 0 2.96

N =170

Descriptive statistics engaged with the variables covered the mean, median, maximum, minimum and standard
deviation, which were determined by applying SPSS version 23. Based on Table 6, the descriptive statistic shows the
result of all the variables used in this study across the period commencing from 2012 to 2016 among the companies
listed as FTSE4Good constituents. Table 6 presents that the means score of the ESG practices is 39.56 and the
standard deviation is 7.49. This shows that the companies that apply the ESG practices have the average of 39.56.
However, the highest value of ESG practices is 71% and the lowest value is 28%.

For the independent variables of board size, the value of mean, maximum, minimum and standard deviation are 9.24,
17, 5 and 2.18 respectively. According to the table, the average board size is 9.24 which is larger than some of the
literature reviews; Lipton and Lorsch (1992) recommended eight or nine while Jensen (1993) suggested seven or
eight. The second independent variable is board diversity with a maximum value of 1% and minimum value of 0% of
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the companies. The standard deviation and mean score for board diversity are 0.41 and 0.79 respectively. The third
independent variable is board independence which has a maximum of 90% and the minimum value is 11.11% of the
companies. The mean and standard deviation for this variable are 48.58 and 15.84 respectively. The mediating
variable is absorptive capacity has mean score at 3.38 and standard deviation at 2.96. The maximum value of
absorptive capacity is 18% and the minimum value is 0%.

4.2 Pearson Correlation Coefficient

Table 7. Result of Pearson correlation coefficient
ESG BODS BODD BODI CAPAB

ESG Pearson Correlation 1

BODS Pearson Correlation 271%* 1

BODD Pearson Correlation 383**  236%* 1

BODI Pearson Correlation A77* -.115 -.009 1

CAPAB  Pearson Correlation .359** 090 287** 167 1

** Correlation is significant at the 0.01 level (2-tailed)
* Correlation is significant at 0.05 level (2-tailed)

Pearson Correlation is applied to examine the concentration of the relationship between independent variables and
dependent variables as well as the mediating variable. Table 7 presents the result of correlation for this study. The
results present that all independent variables, dependent variable and mediating variable are consistently correlated
toward each other. Based on Table 7, all the independent variables and mediating variable have significant
correlation with the ESG practices among the companies. It means all the variables have significant influences
towards to changes of ESG practices.

Furthermore, there is existence of a correlation between independent variables itself which is board size has
significant correlation with board diversity. Besides this, there is only one independent variable which significantly
influences the mediating variable which is board dependency. The variables were analysed using Pearson correlation
which used to check the degree of multicollinearity between those variables. As shown in table 7, there is no
coefficients that exceed 0.8 which means a good indicator. Thus, those variables do not have any multicollinearity
problem Julie Pallant (2010). If there are any variables that are correlated, then the model of this study will be
changed by taking into the account of this multicollinearity.

4.3 Regression Analysis

Table 8. Regression results of model

Variables B Coefficients t Sig.
(Constant) 23.355 8.211 .000
BODS .705 2.971 .003
BODD 4.961 3.775 .000
BODI 077 2.398 .018
CAPAB .596 3.342 .001

Adjusted R? 254

After all the data were collected and tested by using regression model, the analysed data is shown in Table 8. The
table presents the effect of independent variable and mediating variable on the ESG practices among the companies.
The result from the regression model indicates that the adjusted R?= .254, F (170) = 15.388, p < .5. F-ratio is
statistically significant at 5% level. The regression model contributes 25.4% of the variance in the ESG practices
among the companies. The ESG practices have a significant relationship towards board size, board diversity, board
independence as well as mediating variables when the results of the model obtain p value equal to .003, .000, .018
and .002 (p<.05) respectively which indicate the significant relationship. Thus, this indicates that H1 (board size), H2
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(board diversity), H3 (board independence) and H4 (absorptive capacity) have been accepted as they have a
significant positive influence on the ESG practices at level 5%.

4.3.1 Testing Mediation With Regression Analysis

To test the mediating effect with the regression, the first step is to conduct regression analysis between independent
variables and dependent variable. This step is to test the significant value between those variables.

Table 9. Regression analysis results with board size predicting ESG

Variables B Coefficients t Sig.
(Constant) 30.966 12.770 .000
BODS 931 3.643 .000

Adjusted R? .068

Table 10. Regression analysis results with board diversity predicting ESG

Variables B Coefficients t Sig.
(Constant) 33.943 28.940 .000
BODD 7.079 5.379 .000

Adjusted R 142

Table 11. Regression analysis results with board independence predicting ESG

Variables B Coefficients t Sig.
(Constant) 35.510 19.358 .000
BODI .083 2.324 .021

Adjusted R? .025

Table 9, Table 10 and Table 11 show board size, board diversity and board independence have significant effect
toward ESG practices. This is because their significant values are .000, .000 and .021 (p<.05) respectively. The
second step to test the mediation effect is by conducting regression analysis with independent variables to predict the
mediating variable.

Table 12. Regression analysis results with board size predicting absorptive capacity

Variables B Coefficients t Sig.
(Constant) 2.255 2.272 .024
BODI 122 1.166 .245

Adjusted R? .002

Table 13. Regression analysis results with board diversity predicting absorptive capacity

Variables B Coefficients t Sig.
(Constant) 1.714 3.563 .000
BODI 2.101 3.890 .000

Adjusted R? 077
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Table 14. Regression analysis results with board independence predicting absorptive capacity

Variables B Coefficients t Sig.
(Constant) 1.863 2.562 011
BODI .031 2.198 .029

Adjusted R? 022

Table 13 and Table 14 show that there is a significant relationship between board diversity and ESG practices. This
is because the significant value of board diversity and board independence are .000 and .029 (p<.05) respectively.
However, Table 12 presents that there is no relationship between board size and ESG practices as the significant
value is .245 (p>.05). Thus, the mediating effect of absorptive capacity on the relationship between board size and
ESG will not be conducted. According to MacKinnon, Fairchild, and Fritz (2007) if there is no significant
relationship between independent variables and dependent variables, the mediating effect will not be analysed. The
third step is conducting the regression analysis with ESG practices to predict the mediating variable.

Table 15. Regression analysis results with absorptive capacity predicting ESG

Variables B Coefficients t Sig.
(Constant) 36.499 44.644 .000
BODI .906 4.979 .000

Adjusted R? 123

Based on Table 15, there is a significant relationship between absorptive capacity and ESG practices as the
significant value is .000 (p<.01). The final step is to conduct the regression analysis with independent variables
(board diversity and board independence) and mediating variable predicting dependent variable.

Table 16. Regression analysis results with board diversity and absorptive capacity predicting ESG

Variables B Coefficients t Sig.
(Constant) 32.769 27.896 .000
BODD 5.642 4.265 .000
CAPAB .685 3.781 .000

Table 17. Regression analysis results with board independence and absorptive capacity predicting ESG

Variables B Coefficients t Sig.
(Constant) 33.916 19.223 .000
BODI .057 1.650 101
CAPAB .856 4.659 .000

Table 16 shows that the absorptive capacity has significant mediate on the relationship between board diversity and
ESG practices and the significant value is .000 (p<.01). However, Table 17 presents that absorptive capacity has not
significantly mediated the relationship between board independence and ESG practices as the significant value
is.101 (p>.05).

4.4 Summary

Based on the results, none of the data used have violated the assumption, which allowed us to conduct the multiple
regression test. The multiple regression tests answer the main objectives of this study which are to investigate the
relationship between board capabilities and ESG practices and to examine the mediating effect of absorptive capacity
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on the relationship between board capabilities and ESG practices. The summary of the hypotheses results are
illustrated in the Table 18.

Table 18. Summary of the result after the hypotheses testing

List of hypotheses Results
H1: There is a significant relationship between large board size and ESG  Supported,
practices among the public listed companies in Malaysia. positive
H2: There is a significant relationship between board diversity and ESG Supported,
practices among the public listed companies in Malaysia. positive
H3: There is a significant relationship between board independence and ESG  Supported,
practices among the public listed companies in Malaysia. positive
H4: There is a significant relationship between organizational absorptive Supported,
capacity and ESG practices among the public listed companies in Malaysia. positive
H4a: Absorptive capacity mediates the relationship between large board size  Not supported
and ESG practices.

H4b: Absorptive capacity mediates the relationship between board diversity Supported,
and ESG practices. positive
H4c: Absorptive capacity mediates the relationship between board Supported,
independence and ESG practices. positive

5. Conclusion

In conclusion, this study reviewed the connection between corporate governance in terms of board capabilities which
consists of board size, board diversity and board independence with the ESG practices among the selected companies.
Additionally, this study also tested the mediating effect between absorptive capacity on the relationship between
board capabilities and ESG practices. There are many studies on corporate governance and ESG practices which
looked into the same factors, however many of them did not look into the sample of FTSE4Good of Bursa Malaysia
and did not test the mediating effect of absorptive capacity. This study revealed impressive outcome like statistically
significant relationship between board size, board diversity, board independence and absorptive capacity with ESG
practices but absorptive capacity only mediates the relationship towards board diversity and board independence on
ESG practices. This result supports the H1, H2, H3 and H4 hypotheses.

The significant relationship between board size and ESG practices indicates that the larger the board, size the better
the performance of ESG practices in that organizations. This is due to the advantages of larger board size which
consists of various backgrounds and experiences which can enhance the value of the company. Board size is an
essential element for the company to enhance its value and performance as well as for the board of directors to
improve their effectiveness. The significant relationship between board diversity and ESG practices means that the
higher level of board diversity will give favourable impacts toward the ESG practices among the companies. This
can be the reason for the participation of female directors in open discussions and decision-making during difficulties
in CSR activities. Female directors tend to utilize their resources by making an investment in environmental
activities to enhance their performance.

The significant relationship between board independence and ESG practices means that the higher level of
independent directors in the board gives advantages to the companies in the ESG aspect. This is because independent
directors are not involved in the daily operations of the company and they have no conflict of interest in practicing
their rights as directors. Thus, the independent directors can effectively and efficiently monitor the performance of
the board and company. The significant relationship between absorptive capacity and ESG practices show that the
development of absorptive capacity will give a positive effect to the ESG practices among the company as by
absorptive capacity, the company is able to acquire and exploit new knowledge for the effective ESG practices.
Previous research findings found that the development of absorptive capacity motivate the staffs of the company to
generate more value to the company.
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Since there is no significant relationship between board size and absorptive capacity, there will be no mediating
effect of absorptive capacity towards the relationship of board size and ESG practices which does not support H4a.
Then, based on the significant relationship between board diversity and absorptive capacity, there is partial mediation
of the absorptive capacity towards the relationship between board diversity and ESG practices. To some extent, the
relationship between board diversity and ESG practices remain significant even when absorptive capacity acts as a
mediating variable.

Based on the significant relationship between board independence and absorptive capacity, there is partial mediation
results of absorptive capacity to mediate the relationship between board independence and ESG practices. As the
result, the relationship between board independence remains significant after absorptive capacity mediates the
relationship.

This study contributes to the literature on the ESG practices among the PLCs in Malaysia by clearly demonstrating
the relationship between ESG practices and corporate governance in terms of board size, diversity and independence.
The study also provides some insight on the mediating effect between absorptive capacity on the relationship
between board capabilities and ESG practices. Moreover, this study provides investors, NGOs and other stakeholders’
effective indicators for better decision making in the social and environmental context. This contribution is
significant, as the implementation of good corporate governance plays an essential role in determining the
engagement of ESG practices of the company. Board capability is one of the areas in corporate governance that can
contribute to the literature of determinants in ESG practices.
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