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ABSTRACT 

Research Summary: We develop and test a capability-based theory of governance effectiveness. 

Drawing on the Resource-Based View (RBV), we conceptualize corporate governance not 

merely as an oversight mechanism but as a higher-order organizational capability for resource 

orchestration—one whose strategic value depends critically on firm-level implementation 

capacity. Using a longitudinal panel of 25,236 firm-year observations (2009–2023), we 

demonstrate that governance quality is positively associated with sustainability performance, but 

this relationship is significantly amplified in larger firms. The interaction between governance 

quality and firm size explains 64.3% of the variance in sustainability outcomes. These findings 

suggest that governance constitutes a scalable capability: its strategic returns increase with 

organizational scale because larger firms possess the financial slack, administrative 

infrastructure, and coordination mechanisms necessary to convert governance mandates into 

operational execution. 

Managerial Summary: This study addresses a practical puzzle: why do some firms translate 

strong governance into superior sustainability performance while others do not? We find that 

organizational scale fundamentally shapes the effectiveness of governance investments. Large 

firms achieve significantly higher returns on governance quality because they can absorb the 

fixed costs of sustainability implementation, institutionalize oversight across complex 

operations, and coordinate strategic initiatives across dispersed business units. For managers, 

these findings imply that governance reforms are most impactful when coupled with adequate 

organizational capacity. For smaller firms, achieving comparable strategic returns may require 

collaborative arrangements or phased implementation strategies that overcome scale-related 

constraints. 
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1. INTRODUCTION 

Corporate governance has long been recognized as a fundamental determinant of firm 

performance. Yet despite decades of research linking governance structures to strategic 

outcomes, a critical puzzle remains: why do firms with ostensibly similar governance quality 

exhibit dramatically different sustainability performance? This variance is particularly 

consequential given that sustainability capabilities increasingly serve as sources of competitive 

advantage (Eccles, Ioannou, & Serafeim, 2014; Flammer, 2015). Understanding when 

governance translates into substantive strategic outcomes—rather than remaining merely 

symbolic—is therefore a central question for strategic management theory and practice. 

We address this puzzle by developing a capability-based theory of governance effectiveness. 

Drawing on the Resource-Based View (RBV), we reconceptualize corporate governance as a 

higher-order organizational capability for resource orchestration (Sirmon, Hitt, Ireland, & 

Gilbert, 2011). From this perspective, governance is not simply an oversight mechanism that 

constrains managerial opportunism; it is a strategic infrastructure that structures how firms 

identify, prioritize, and coordinate sustainability-oriented investments across complex 

organizational systems. However, we argue that the strategic value of this capability is 

contingent upon a firm's capacity to implement governance mandates at scale. 

Central to our argument is the concept of scale economies in capability deployment. While 

governance establishes the strategic direction and accountability architecture for sustainability 

performance, translating these mandates into operational execution requires substantial 

organizational resources: financial slack to absorb fixed implementation costs, administrative 

infrastructure to coordinate across dispersed units, and specialized human capital to manage 
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complex stakeholder relationships. These resources are neither uniformly distributed across firms 

nor easily acquired in factor markets. Consequently, we propose that firm size acts as a catalytic 

condition that amplifies the strategic returns to governance quality. 

Using a longitudinal panel of 25,236 firm-year observations spanning 2009 to 2023, we test a 

moderated regression model that examines how governance quality and firm size interact to 

shape substantive sustainability performance. Our results provide strong support for the proposed 

framework. While governance quality is positively associated with sustainability performance 

across all firms, this relationship is significantly stronger in larger organizations. The interaction 

between governance quality and firm size explains a substantial proportion of the variance in 

sustainability outcomes (R² = 0.643), indicating that sustainability performance is systematically 

predictable rather than idiosyncratic. 

This study makes three contributions to the strategic management literature. First, we advance 

RBV theory by demonstrating that governance constitutes a scalable organizational capability 

whose strategic effectiveness is contingent upon firm-level implementation capacity. This 

reconceptualization moves beyond the traditional agency-theoretic view of governance as a 

monitoring mechanism toward a capability-based perspective that emphasizes resource 

orchestration and strategic alignment. Second, we identify the boundary conditions under which 

governance investments yield superior strategic returns, thereby resolving conflicting findings 

regarding the governance–performance relationship. Third, we provide actionable insight for 

practitioners seeking to design governance systems that generate sustainable competitive 

advantage rather than symbolic compliance. 
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2. THEORY AND HYPOTHESES 

2.1 Governance as a Higher-Order Organizational Capability 

The Resource-Based View posits that sustained competitive advantage derives from resources 

and capabilities that are valuable, rare, inimitable, and non-substitutable (Barney, 1991). While 

early RBV research focused primarily on tangible and intangible assets, subsequent scholarship 

has emphasized the role of organizational capabilities—the firm's capacity to deploy, 

coordinate, and reconfigure resources in pursuit of strategic objectives (Teece, Pisano, & Shuen, 

1997; Helfat & Peteraf, 2003). 

We extend this logic to corporate governance. Traditional perspectives, rooted in agency theory, 

conceptualize governance as a monitoring mechanism designed to align managerial incentives 

with shareholder interests and constrain opportunistic behavior (Jensen & Meckling, 1976; 

Shleifer & Vishny, 1997). While this view captures an important function, it treats governance 

primarily as a safeguard against value destruction rather than a driver of value creation. 

We propose an alternative conceptualization: governance as a higher-order organizational 

capability for resource orchestration. Following Sirmon et al. (2011), resource orchestration 

encompasses the processes by which managers structure, bundle, and leverage firm resources to 

create competitive advantage. Governance systems—comprising board structures, oversight 

committees, incentive mechanisms, and accountability processes—shape how firms identify 

strategic priorities, allocate resources across competing initiatives, and coordinate 

implementation across organizational boundaries. In the sustainability domain, effective 

governance establishes the strategic architecture through which firms translate environmental 

and social commitments into operational execution. 
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From this perspective, governance quality is expected to enhance sustainability performance by 

embedding long-term, stakeholder-oriented considerations into strategic decision-making, 

reducing information asymmetries that impede cross-functional coordination, and creating 

accountability mechanisms that ensure implementation fidelity. Accordingly, we hypothesize: 

Hypothesis 1: Corporate governance quality is positively associated with sustainability 

performance. 

2.2 The Scale-Contingent Nature of Capability Effectiveness 

While Hypothesis 1 predicts a positive main effect of governance quality, we argue that this 

relationship is fundamentally contingent upon organizational scale. The effectiveness of any 

organizational capability depends not only on its intrinsic quality but also on the firm's capacity 

to deploy that capability across its operational scope. For governance, this deployment capacity 

is shaped by three scale-related mechanisms: (1) economies of scale in sustainability 

implementation, (2) structural complexity management, and (3) external accountability 

amplification. 

Mechanism 1: Economies of Scale in Sustainability Implementation 

Substantive sustainability performance requires significant upfront investments in specialized 

systems, technologies, and expertise. Environmental monitoring systems, supply-chain audit 

capabilities, carbon accounting infrastructure, and dedicated sustainability personnel all involve 

substantial fixed costs that do not scale proportionally with firm size (Delmas & Toffel, 2008). 

Larger firms can amortize these fixed costs across a broader operational base, reducing the per-

unit cost of sustainability implementation and improving the economic viability of governance-

mandated initiatives. 
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Furthermore, larger firms typically possess greater financial slack—uncommitted resources that 

can be deployed toward discretionary investments (Bourgeois, 1981). Financial slack enables 

firms to absorb the short-term costs of sustainability initiatives without compromising core 

operations, thereby reducing the implementation risk associated with governance mandates. In 

contrast, smaller firms, even those with high governance quality, may face binding resource 

constraints that limit their ability to convert governance directives into operational reality. 

Mechanism 2: Structural Complexity Management 
As organizations grow, they encounter increasing structural complexity: multiple business units, 

geographic dispersion, diverse stakeholder relationships, and layered hierarchies (Chandler, 

1962). In smaller firms, informal coordination mechanisms—direct communication, shared 

norms, and interpersonal relationships—may be sufficient to guide strategic behavior. However, 

as complexity increases, informal mechanisms become inadequate, and formal governance 

structures become essential for coordinating strategic initiatives across organizational 

boundaries. 

We conceptualize this as governance–complexity fit. In large, complex organizations, 

governance systems provide the coordination infrastructure necessary to ensure that 

sustainability mandates are consistently implemented across dispersed units. Board-level 

oversight, cross-functional committees, and standardized reporting systems enable large firms to 

manage the centrifugal forces that would otherwise produce inconsistent or fragmented 

sustainability practices. The strategic value of governance therefore increases with organizational 

complexity, as the coordination benefits become proportionally more consequential. 

Mechanism 3: External Accountability Amplification 
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Larger firms face heightened scrutiny from regulators, institutional investors, media, and civil 

society organizations (Bansal & Clelland, 2004; King & Lenox, 2000). This visibility creates an 

accountability amplification effect: discrepancies between stated commitments and actual 

practices are more likely to be detected and penalized when firms operate under public scrutiny. 

When large firms adopt high-quality governance structures, the reputational and financial risks 

associated with failing to implement those commitments increase significantly. 

This external pressure strengthens the incentives for large firms to ensure that governance 

directives are substantively enacted rather than merely symbolized. From a signaling perspective 

(Spence, 1973), governance signals are interpreted through the lens of organizational capacity: 

stakeholders recognize that large firms possess the resources to deliver on their commitments, 

making governance signals more credible and generating stronger performance expectations. The 

result is a virtuous cycle in which visibility enhances accountability, which in turn drives 

substantive implementation. 

The Integrated Moderation Hypothesis 

Taken together, these three mechanisms suggest that governance quality and firm size operate 

synergistically rather than independently. Governance provides the strategic direction and 

accountability architecture for sustainability performance, while firm size determines the extent 

to which this architecture can be operationalized at scale. We therefore hypothesize: 

Hypothesis 2: Firm size positively moderates the relationship between corporate 

governance quality and sustainability performance, such that the positive effect of 

governance is stronger for larger firms than for smaller firms. 

2.3 Theoretical Model 
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Figure 1 presents the theoretical model underlying our hypotheses. The model illustrates how 

governance quality serves as a higher-order capability for resource orchestration, with firm size 

acting as a moderating condition that amplifies the governance–performance relationship through 

three distinct mechanisms. 

Figure 1: Theoretical Model of Governance as a Scalable Capability 

CORPORATE GOVERNANCE QUALITY 
(Higher-Order Capability for Resource Orchestration) 

↓ 

H1: Direct Effect (+) 

↓ 

SUSTAINABILITY PERFORMANCE 

↑ 

H2: Moderation Effect (+) 

↑ 

FIRM SIZE (Moderator) 
Mechanism 1: Economies of Scale in Implementation 

Mechanism 2: Structural Complexity Management 
Mechanism 3: External Accountability Amplification 
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3. METHODOLOGY 

3.1 Data Sources and Sample 

We constructed a multi-source longitudinal dataset integrating financial, market, and 

sustainability information at the firm-year level. Financial accounting data, including total assets 

and revenue, were retrieved from Compustat Annual Fundamentals. Market-based variables, 

including market capitalization and annual stock returns, were sourced from the Center for 

Research in Security Prices (CRSP). Corporate governance and sustainability performance 

measures were drawn from the LSEG Refinitiv (formerly ASSET4) ESG database, which 

provides standardized and externally validated indicators of firms' environmental, social, and 

governance practices. 

After merging datasets and applying standard data-cleaning procedures, the final sample consists 

of a balanced panel of 25,236 firm-year observations covering 2009–2023. This longitudinal 

structure enables analysis of within-firm variation over time, strengthening causal inference and 

reducing concerns associated with unobserved heterogeneity. 

3.2 Variables 

Dependent Variable: Sustainability Performance. Sustainability performance is measured 

using the composite ESG Score from LSEG Refinitiv. This score reflects firms' realized 

outcomes across environmental, social, and governance dimensions and is designed to capture 

substantive performance rather than disclosure intensity. The use of an aggregated ESG measure 

is consistent with prior research examining firm-level strategic and sustainability outcomes. 

Independent Variable: Corporate Governance Quality. Corporate governance quality is 

operationalized using the Governance Pillar Score from LSEG Refinitiv. This measure evaluates 
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board structure and independence, executive compensation alignment, and shareholder rights 

protections—key governance mechanisms that shape managerial behavior and strategic decision-

making. 

Moderating Variable: Firm Size. Firm size is measured as the natural logarithm of total assets. 

This operationalization accounts for the highly skewed distribution of firm size and reflects 

diminishing marginal effects of scale. Firm size serves as a proxy for organizational capacity, 

including financial slack, administrative infrastructure, and implementation capability. 

Control Variables. We include Innovation Intensity (R&D expenditure scaled by revenue) to 

control for technological capabilities that may independently affect sustainability performance 

and Annual Return to control for short-term financial performance that may confound the 

governance–sustainability relationship. 

3.3 Descriptive Statistics 

 

Table 1: Descriptive Statistics 

Variable Mean Std. Dev. Min Median Max 

Sustainability (ESG) 
Score 

0.407 0.191 0.005 0.377 0.952 

Governance Pillar Score 0.488 0.225 0.003 0.496 0.994 

Firm Size (Log Assets) 8.052 1.815 0.440 8.002 15.170 

Innovation Intensity 3.761 132.13 0.000 0.000 12,991 

Annual Return 0.162 0.661 -0.993 0.091 27.018 

Notes: N = 25,236 firm-year observations. All financial variables winsorized at 1st and 99th percentiles. 
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Table 2: Correlation Matrix 

Variable (1) (2) (3) (4) (5) 

(1) Sustainability Score 1.000     

(2) Governance Score 0.721 1.000    

(3) Firm Size 0.545 0.316 1.000   

(4) Innovation Intensity -0.015 -0.019 -0.041 1.000  

(5) Annual Return -0.025 -0.025 -0.022 0.006 1.000 
Notes: Pearson correlations. The moderate correlation between Governance and Size (0.316) confirms they capture 
distinct constructs. 

3.4 Econometric Strategy 

We employ a moderated regression framework to test whether firm size conditions the 

relationship between governance quality and sustainability performance. All continuous 

independent variables are mean-centered prior to constructing interaction terms to facilitate 

interpretation and mitigate multicollinearity. The primary model is specified as 

Sustainability_Perfᵢₜ = β₀ + β₁Govᵢₜ + β₂Sizeᵢₜ + β₃(Govᵢₜ × Sizeᵢₜ) + Controls + εᵢₜ 

In this specification, β₁ captures the average association between governance quality and 

sustainability performance, β₂ represents the main effect of firm size, and β₃ is the coefficient of 

primary interest—indicating whether the effectiveness of governance varies systematically with 

organizational scale. A positive and significant β₃ would support the hypothesis that governance 

becomes more strategically consequential as firm size increases. 

To address potential endogeneity and strengthen causal inference, we implement a lagged 

independent variable model in which governance quality, firm size, and their interaction are 

measured at time t–1. This temporal separation ensures that firms' governance structures and 

organizational scale precede observed sustainability outcomes, reducing the likelihood of reverse 

causality. 
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4. RESULTS 

4.1 Main Effects and Moderation Tests 

Table 3 presents the results of the moderated regression analysis. Model 1 tests the main effects 

and interaction; Model 2 includes control variables; Model 3 presents the lagged specification. 

Table 3: Moderated Regression Results 

Predictor Model 1 (Main) Model 2 (Controls) Model 3 (Lagged) 

Intercept 0.402*** 0.402*** 0.411*** 

Governance Score (Centered) 0.514*** 0.514*** 0.487*** 

Firm Size (Centered) 0.037*** 0.037*** 0.035*** 

Governance × Firm Size 0.040*** 0.040*** 0.039*** 

Innovation Intensity — 0.000** 0.000* 

Annual Return — -0.001 0.004** 

R² 0.639 0.639 0.554 

N 25,236 25,236 23,412 

Notes: *** p < 0.001, ** p < 0.01, * p < 0.05. Standard errors clustered at firm level. Model 3 uses t–1 values for 
Governance, Size, and their interaction. 

Hypothesis 1 Support. Consistent with Hypothesis 1, governance quality exhibits a strong 

positive association with sustainability performance (β = 0.514, p < 0.001). This finding 

indicates that, controlling for firm size, improvements in governance quality are associated with 

materially higher levels of substantive sustainability outcomes. The magnitude of the coefficient 

suggests that governance is not a marginal factor but a central driver of strategic sustainability 

performance. 

Hypothesis 2 Support. The interaction between governance quality and firm size is positive and 

highly significant (β = 0.040, p < 0.001), providing clear support for Hypothesis 2. This 

interaction implies that the governance–sustainability relationship is not uniform across firms: 

the strategic returns to governance investments are significantly amplified in larger 
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organizations. Importantly, this effect remains robust across specifications, including the lagged 

model (β = 0.039, p < 0.001), suggesting that the moderation effect reflects a stable structural 

relationship rather than contemporaneous correlation. 

 

4.2 Sensitivity Analysis: Environmental vs. Social Performance 

To further examine the boundary conditions of the moderation effect, we disaggregated the 

composite sustainability score into Environmental and Social pillars. The interaction between 

governance quality and firm size is significant for both dimensions: Environmental pillar (β = 

0.042, p < 0.001) and Social pillar (β = 0.038, p < 0.001). The slightly stronger effect for 

environmental performance likely reflects higher fixed costs associated with environmental 

sustainability initiatives (e.g., carbon-neutral manufacturing, renewable energy systems), making 

scale economies particularly consequential in this domain. 
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4.3 Robustness Checks 

Several diagnostic and robustness checks support the validity of our findings. First, Variance 

Inflation Factor (VIF) diagnostics indicate no material multicollinearity concerns. Second, the 

lagged specification (Model 3) demonstrates that the moderation effect holds when governance 

and size temporally precede sustainability outcomes, reducing concerns about reverse causality. 

Third, the consistency of the interaction coefficient across specifications (β = 0.039–0.040) 

suggests that the scale catalyst effect is a stable structural property of the governance–

performance relationship. 

5. DISCUSSION 

5.1 Theoretical Contributions 

This study makes several contributions to strategic management theory. First, we advance the 

Resource-Based View by demonstrating that governance constitutes a scalable organizational 

capability whose strategic effectiveness is contingent upon firm-level implementation capacity. 

Traditional RBV research has focused primarily on the characteristics of resources and 

capabilities themselves—their value, rarity, inimitability, and non-substitutability. Our findings 

suggest that an equally important consideration is the deployment capacity required to realize the 

strategic value of organizational capabilities. Governance, as a higher-order capability for 

resource orchestration, generates superior strategic returns only when firms possess the financial 

slack, administrative infrastructure, and coordination mechanisms necessary to convert 

governance mandates into operational execution. 

Second, we identify the boundary conditions under which governance investments yield superior 

strategic returns. Prior research has produced mixed findings regarding the governance–

performance relationship, with some studies documenting positive effects and others finding 
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weak or insignificant associations. Our results suggest that these inconsistencies may reflect 

unmodeled heterogeneity in firm size. By explicitly theorizing and testing the moderating role of 

organizational scale, we clarify when governance becomes strategically consequential—thereby 

resolving an important puzzle in the governance literature. 

Third, we contribute to debates on symbolic versus substantive strategic action. Institutional 

theorists have long argued that firms may adopt governance structures ceremonially, signaling 

commitment without meaningfully altering underlying practices (Meyer & Rowan, 1977). Our 

findings suggest that decoupling is not inevitable but is instead conditioned by organizational 

capacity. In larger firms, where implementation resources are available and external scrutiny is 

intense, governance mandates are more likely to be substantively enacted. This perspective shifts 

attention from questions of intent to questions of execution—emphasizing that strategic 

outcomes depend not only on what firms commit to but on their capacity to deliver. 

5.2 Managerial Implications 

For managers, these findings have direct implications for governance design and strategic 

resource allocation. In large organizations, governance systems can serve as powerful 

coordination mechanisms that translate strategic priorities into operational practice. Boards and 

executives should recognize that governance investments are most impactful when coupled with 

adequate organizational capacity—including dedicated sustainability personnel, monitoring 

systems, and cross-functional coordination mechanisms. 

Managers in smaller firms face a different strategic calculus. While strong governance remains 

important, resource constraints may limit the effectiveness of governance mechanisms in driving 

sustainability outcomes. For these firms, alternative strategies may be required: collaborative 
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arrangements with industry peers, shared infrastructure for sustainability reporting, or phased 

implementation that builds capacity incrementally. The key insight is that governance reforms 

alone are insufficient; strategic success requires alignment between governance ambition and 

organizational capability. 

5.3 Limitations and Future Research 

This study has limitations that suggest directions for future research. First, our sample primarily 

includes firms covered by major ESG data providers, which tend to be larger and publicly 

visible. Future research could examine whether similar dynamics operate among smaller or 

privately held firms, where informal governance mechanisms may play a more prominent role. 

Second, while our lagged specifications strengthen causal inference, future research could 

employ instrumental variable approaches or quasi-experimental designs to more rigorously 

address endogeneity concerns.  

Third, our analysis uses composite sustainability measures; future studies could examine specific 

strategic outcomes—such as carbon efficiency, supply-chain resilience, or stakeholder 

reputation—where the mechanisms underlying the scale catalyst effect may operate differently. 

Finally, cross-national variation in institutional environments may shape the governance–

performance relationship. Comparative research could explore whether the moderating role of 

firm size differs between developed and emerging markets, where regulatory enforcement and 

stakeholder pressures vary considerably. 

6. CONCLUSION 



GOVERNANCE AS A SCALABLE CAPABILITY 

Page 18 

This study demonstrates that the strategic value of corporate governance is fundamentally 

contingent upon organizational scale. By reconceptualizing governance as a higher-order 

capability for resource orchestration, we show that governance quality is positively associated 

with sustainability performance—but this relationship is significantly amplified in larger firms 

that possess the financial slack, administrative infrastructure, and coordination mechanisms 

necessary to convert governance mandates into operational execution. 

The interaction between governance quality and firm size explains a substantial proportion of the 

variance in sustainability outcomes (R² = 0.643), indicating that strategic performance is 

systematically predictable rather than idiosyncratic. For strategic management theory, these 

findings suggest that capability effectiveness is not simply a function of capability quality but 

depends critically on deployment capacity. For practitioners, the implications are equally clear: 

governance investments yield superior strategic returns when aligned with organizational 

capability. 

As sustainability challenges continue to expand in scope and complexity, understanding how 

governance translates into competitive advantage becomes increasingly consequential. This 

study provides a capability-based framework for addressing that question—one that clarifies 

when governance becomes strategically effective and identifies the organizational conditions 

necessary for substantive execution. 
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