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 In response to growing global pressures for sustainable business practices, 

this study investigates how Environmental, Social, and Governance (ESG) 

performance contributes to firm innovation capability, focusing on the 

textile industry in Pakistan. Drawing on Stakeholder Theory, the study 

proposes a parallel mediation model in which organizational ethical climate 

and stakeholder trust serve as mediating mechanisms. Data were collected 

from 410 textile firms through structured questionnaires targeting key 

decision-makers, including sustainability officers, production heads, and 

supply chain managers. Using Hayes’ PROCESS macro (Model 4) with 

5,000 bootstrap samples, the results reveal a full mediation effect: ESG 

performance does not directly influence innovation capability; instead, it 

operates entirely through improvements in ethical climate and stakeholder 

trust. Notably, the mediating role of ethical climate was stronger than that 

of stakeholder trust, highlighting the internal organizational culture as a 

more critical pathway for translating ESG efforts into innovation outcomes. 

These findings offer important theoretical contributions by deepening our 

understanding of the mechanisms through which ESG performance 

enhances firm innovation, particularly in sustainability-sensitive industries. 

The study also provides empirical insights from an emerging market 

context, emphasizing the strategic value of ESG as a driver of competitive 

advantage through innovation. Limitations include the cross-sectional 

nature of the data and reliance on self-reported measures. Future research 

is encouraged to explore longitudinal and comparative analyses across 

industries and regions. Overall, the study underscores the importance of 

fostering ethical practices and stakeholder trust to unlock the full innovative 

potential of ESG initiatives in the textile sector. 

___________________________________________________________________________ 

INTRODUCTION 

The textile industry is one of the most significant contributors to Pakistan’s economy, 

accounting for approximately 60% of total exports, employing over 40% of the industrial labor 
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force, and contributing nearly 8.5% to the national GDP (Pakistan Bureau of Statistics, 2023; 

"Pakistan Today.," 2025). As a leading player in the global textile market, Pakistan exports a 

wide range of products including cotton yarn, garments, home textiles, and knitwear 

(Bradstreet, 2024). However, despite its economic importance, the sector faces increasing 

challenges such as volatile global demand, rising production costs, environmental compliance 

pressures, and competition from more technologically advanced countries like China, India, 

and Bangladesh (Abbas & Halog, 2021; Abbas & Bhutto, 2024; Chakraborty & Kwon, 2024). 

In this context, innovation capability has become a strategic necessity rather than a competitive 

luxury (Abbas, 2024; Abbasi et al., 2025). The ability to develop and implement new ideas, 

products, processes, and business models allows textile firms to adapt to rapidly changing 

market requirements, enhance operational efficiency, comply with international environmental 

standards, and move up the value chain. Besides, with the transition towards smart and 

sustainable textiles, businesses that do not adopt innovation risk losing their position in export 

markets as well as value chains. Hence, innovation capacity building is crucial not only for 

international competitiveness but also for long-term resilience and value generation of 

Pakistan's textile industry (Agrawal et al., 2024; Al Nuaimi et al., 2024). 

The current body of knowledge focuses on the importance of innovation capability as a key 

driver of firm competitiveness (Almazrouei et al., 2024), which is typically influenced by 

internal variables like human resource practices (Agrawal et al., 2024), psychological 

empowerment (Al-Romeedy & El-Sisi, 2024), and innovative work behavior (Abbasi et al., 

2025). Existing studies continue to highlight the influence of sustainability-oriented strategies 

and a firm's green reputation in boosting innovation capability (Afridi, Asad, et al., 2023; Al 

Daboub et al., 2024; Tang et al., 2024; Zuhroh & Rini, 2024). Although these studies focus 

mainly on internal and strategic variables, new studies highlight that ESG practices can also be 

a firm external and moral framework that enables the promotion of innovation 

capability(Khamisu et al., 2024; Martiny et al., 2024; Seow, 2024). Considering this, the study 

of ESG as a predictor of innovative capacity is a new and great insight into how sustainability-

driven values can impact the innovative capacity of businesses. The environmental aspect 

mainly focuses on the manner in which a company responds to its influence on environmental 

issues like carbon emissions, resource depletion, and waste management. While the social 

aspect looks at the manner in which a business responds to its employees, customers, suppliers, 

and the communities it operates in, with special focus on labor practices, diversity, and 

community engagement. Governance focuses on the leadership and governance practices of a 

company, including issues like executive remuneration, board diversity, and shareholder rights. 
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Since it encourages businesses to tackle difficult sustainability issues with innovative problem-

solving and flexible tactics, ESG performance is becoming more and more recognized as 

crucial for boosting a company's capacity for innovation (Chopra et al., 2024; Mohammad & 

Wasiuzzaman, 2021; Yu et al., 2024). ESG performance increases stakeholder trust, draws in 

creative talent, and makes green financing and partnerships (Seow, 2024; Yu et al., 2024)—

important resources that support R&D—available by cultivating a culture of accountability and 

openness. Additionally, it puts businesses in a position to remain competitive in ever-changing 

markets by matching them with consumers' evolving preferences for ethical and sustainable 

products (Chopra et al., 2024; Ibrahim et al., 2025; Khamisu et al., 2024). Additionally, ESG 

practices make a company more flexible and innovative in its response to environmental and 

social risks by enhancing its dynamic capabilities to recognize, grasp, and capitalize on 

opportunities (Ibrahim, 2022; Khamisu et al., 2024; Seow, 2024). ESG performance is 

becoming more and more recognized as crucial for improving a company's capacity for 

innovation since it encourages businesses to tackle difficult sustainability issues by using 

innovative approaches to problem-solving and ESG performance (Afridi et al., 2020; Afridi, 

Ali, et al., 2023; Yu et al., 2024; N. Zhang et al., 2024) is therefore a strategic lever for long-

term innovation and resilience in addition to being a moral requirement. 

According to stakeholder theory (Freeman et al., 2010), businesses must act in a way that serves 

the interests of all parties involved, not just shareholders. These parties include suppliers, 

customers, employees, communities, and regulators. ESG performance is a clear indicator of a 

company's dedication to ethical business practices, especially in the textile sector where labor 

practices, environmental degradation, and ethical sourcing are major concerns (Del Gesso & 

Lodhi, 2025; Mohammad & Wasiuzzaman, 2021; Sajid et al., 2025). This commitment's 

establishment creates a strong organizational ethical climate under which employees 

internalize ethical values, feel empowered to challenge unsustainable behavior, and are 

motivated to devise new solutions in line with ESG goals. Such a culture attracts open 

communication, psychological safety, and intrinsic motivation (Cao & Le, 2024; Ginting et al., 

2023) all of which are the drivers of innovation. Moreover, high ESG performance increases 

transparency, cooperation, and long-term orientation (Afridi et al., 2021; Ali Ahmad et al., 

2023; Arpaci et al., 2024) and, at the same time, constructs stakeholder trust and reduces 

skepticism and conflict (Abitbol & VanDyke, 2023; Aguinis et al., 2024). Stakeholder trust 

constructs a web of innovative partnerships that otherwise would not exist, for example, 

suppliers investing in cooperative sustainable solutions or shoppers co-creating eco-products. 

Therefore, by creating the moral, psychological, and interpersonal architecture necessary for 
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the textile industry to innovate responsibly and competitively, it is theorized that organizational 

ethical climate and stakeholder trust could be mediators in the ESG-firm innovation capability 

relationship. 

This research would give useful insights regarding how ESG practices can result in innovation 

among companies. Through the development of a robust theoretical framework, the research 

would uncover the way stakeholder trust and ethical organizational climate increase the 

connection between ESG and innovation. These results give business practices and practical 

implications to managers that promote investment in ESG programs, which not only provide a 

value-based work environment but also uphold stakeholder relationships—both of which are 

key to innovation. 

In addition, the study would have significant implications for policymakers by illustrating the 

vast economic benefits and innovation payback of leadership in ESG standards. In particular, 

the study would illuminate the promise of ESG innovation in the textile industry, which is 

increasingly in the crosshairs of concern for its environmental and social impacts. With the 

adoption of ethical conduct and stakeholder trust, textile firms can enhance their ESG 

performance and develop innovative and sustainable solutions—i.e., biodegradable products 

and upgraded production procedures—to address the increased consumer and marketplace 

demand for sustainability. 

Hypotheses Development 

Environmental Social Governance Performance to Firm Innovation Capability 

Recent studies have shed light on some of the major themes of the relationship between a firm's 

innovation capacity and its ESG performance. Increasing research demonstrates that companies 

with good ESG conduct generally possess greater innovation capacity (Truant et al., 2024; 

Yang et al., 2024). This improvement mainly results from the development of a sustainable 

organizational culture with a culture of risk-taking and creativity—characteristics that are 

crucial for innovation (Chopra et al., 2024; Li et al., 2024; Sun et al., 2024). For example, 

companies dedicated to sustainability are likely to allocate resources effectively to research and 

development, resulting in the development of innovative products and processes addressing 

not only customer demands but also sustainability-related issues (Sun et al., 2024; Wang & 

Zhang, 2024; Yang et al., 2024). 

In addition, this relationship is strongly influenced by the pressures stakeholders exert. 

Corporations are forced to implement innovative practices in order to satisfy the increasing 

expectations of investors, consumers, and regulatory agencies with regard to accountability in 

the context of ESG practices (Khamisu et al., 2024; Truant et al., 2024; Xu & Zhu, 2024). The 
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alignment of stakeholder interests and corporate innovation makes possible the creation of 

long-term value. Finally, recent research has testified to how companies were able to 

implement ESG considerations in their core strategies and to create remarkable innovations 

(see e.g, Chen et al., 2024; Li et al., 2024; Sun et al., 2024; H. Zhang et al., 2024). These results 

highlight the relevance of taking into account sectoral and regional heterogeneities in the 

relationship between ESG and innovation because effects can vary by industry. Stakeholder 

theory provides a supportive framework in this regard, emphasizing the need to react to the 

needs and expectations of a heterogeneous set of stakeholders in a way that shapes corporate 

conduct and innovation (Freeman et al., 2010; Khamisu et al., 2024; Matarazzo et al., 2024). 

Companies that are able to effectively understand and interact with their stakeholders will be 

ready to engage in innovation and create value and, ultimately, strengthen their competitive 

edge. This theoretical framework supports the confirmation that enhanced ESG performance 

can induce more efficient innovative capabilities as the result of adequate stakeholder 

interaction. 

Thus, based on the above discussion we proposed the following hypothesis: 

H1: Higher levels of ESG performance positively influence a firm's innovation capability.  

The Mediating Roles of Organizational Ethical Climate  

Employees feel more secure and supported in putting forth new ideas when they are operating 

in an ethical context (Dey et al., 2022; Men et al., 2020). Also, when there is an ethical climate, 

organizations are more collaborative and share information (Bankins & Formosa, 2023; 

Dziubaniuk & Aarikka-Stenroos, 2025; Iqbal & Parray, 2025) -- two very important parts of 

the innovation process (Agrawal et al., 2024; Al Nuaimi et al., 2024). Furthermore, the ethical 

climate can influence how stakeholders view the commitment of a firm to sustainability and 

innovation. When stakeholders, including customers, investors, and employees, see that a firm 

has taken an ethical approach, they will be more likely to support its innovation efforts, further 

improving the firm's overall innovation capability (Freeman et al., 2010; Khamisu et al., 2024; 

Matarazzo et al., 2024). The support for innovation will come in many forms, including 

increased customer loyalty, increased investor confidence, and the best of the best talent will 

want to work for that firm. Thus, we argue that the organizational ethical climate could be a 

vital mediating variable that could bridge the relationship between ESG performance and firm 

innovation capability. Therefore, organizations that foster an ethical climate will have a 

stronger basis for tapping into their ESG initiatives to create relevant innovative outcomes. 

Stakeholder theory is the idea that organizations need to be concerned about the interests and 

well-being of all stakeholders not just shareholders in their decision making (Freeman et al., 

http://www.ijbmsarchive.com/
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2010). The proposition is consistent with the view that an ethical climate can improve 

organizations' relationships with stakeholders, which enhances innovation capability and 

sustainability performance.  

Thus, we propose that: 

H2: Organizational ethical climate acts as a mediating mechanism in the relationship 

between ESG performance and firm innovation capability 

The Mediating Roles of Stakeholder Trust 

Previous findings suggest stakeholders can and do use their trust in each other to promote 

cooperative or collaborative behaviors that align interests, and as a result leads to better 

organizational performance (Khamisu et al., 2024; Matarazzo et al., 2024; Shaikh & 

Randhawa, 2022). There is also a significant stream of gathering evidence that trust will act as 

a mediator between stakeholder engagement and organizational performance. For example, 

stakeholder trust can mediate how stakeholders view the levels of commitment toward action 

produced versus how the organization is perceived and also shapes stakeholder commitment 

and support (Cao & Le, 2024; Juwaini et al., 2022; Östergård et al., 2025).  When there are 

levels of trust, stakeholders are likely having a stronger engagement with products and business 

relationships as well as resources, knowledge share for improvement or innovation and positive 

engagements with the organization and its processes. A level of trust in stakeholder 

relationships can temper conflict and lead to collaboration (Lee et al., 2024; Östergård et al., 

2025). There is evidence to suggest that organizations that prioritize trust with their 

stakeholders significantly reduce risk and reputation, both of which are required to compete in 

the market today (Bergquist et al., 2024; Duong et al., 2024; Han et al., 2021). This trust may 

not only lead to immediate transactional benefits, but it can also stimulate the longevity and 

sustainability of stakeholder relationships. While trust will have immediate benefits in terms 

of transactions, the trust can help with the long-term sustainment of that stakeholder 

relationship, which shows the impact trust can play in any process for an organization 

(Bergquist et al., 2024; Cao & Le, 2024; Duong et al., 2024). The stakeholder theory provides 

a framework to comprehend the interrelationships between a host of different organizations 

and the stakeholders they engage with, and all aspects of trust remain core parts of those 

relationships (Bergquist et al., 2024; Freeman et al., 2010). Trust between stakeholders is a 

very basic requirement for leveraging collaboration, and stakeholder trust is also essential for 

communication and long-term relationships. 

Finally, stakeholder trust is an important mediating factor involving the dynamic relationship 

between organizations and their stakeholders. Stakeholders building trust can effectively 
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improve stakeholder engagement, resolve conflicts, and ultimately improve stakeholder 

performance and sustainment (Freeman et al., 2010; Han et al., 2021; Khamisu et al., 2024). 

Thus, we can propose the following hypothesis: 

H3: The relationship between organizational performance and stakeholder engagement is 

mediated by stakeholder trust. 

 

Figure No. 1: Conceptual Framework 

METHODOLOGY 

Participants and Procedures 

To investigate the impact of ESG performance on firm innovative capability with the mediating 

roles of stakeholder trust and organizational ethical climate, a quantitative, firm-level research 

design was adopted. The target population comprised 18,861 registered textile firms operating 

across Pakistan (Bradstreet, 2024). Following (Krejcie & Morgan, 1970)sample size 

determination method, and accounting for potential non-responses, a final sample of 410 firms 

was selected to ensure statistical adequacy and reliability(Chaokromthong & Sintao, 2021). 

Stratified random sampling was employed to ensure proportional representation from key 

textile hubs including Karachi, Lahore, Faisalabad, and Sialkot regions that dominate the 

country's textile sector (Abbas, 2024; Abbas & Bhutto, 2024). The researcher obtained data on 

registered firms from official sources such as the Chamber of Commerce, the Trade 

Development Authority of Pakistan, and the Ministry of Commerce to ensure the sampling 

frame was accurate and representative. Selected firms were approached via formal invitations 

outlining the study’s objectives and significance. Primary data were collected using structured 

questionnaires administered to key stakeholders within each firm, including supply chain 

managers, production heads, and sustainability officers. The questionnaire focused on 

ESG 

Stakeholders Trust 

Ethical Climate 

Innovative Capability 
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capturing respondents’ perceptions of ESG performance, stakeholder trust, ethical climate, and 

firm innovation capability. All data collection procedures strictly adhered to ethical research 

protocols, ensuring informed consent, confidentiality, and voluntary participation. 

The demographic Properties 

The demographic statistics are provided in table no. 2. In the context of firm size, majority of 

the respondents represent medium sized firms with 42%, large 31.7% and small firms (26.3%). 

Similarly, the firm age shows that majority of the participating firms are operational for more 

than 10 years suggesting maturity in operations and potentially well-developed management 

structures. The geographic representations of the firms show that 28.8% were from Karachi, 

23.4% Lahore, 25.4% Faisalabad and 14.1% Sialkot. This geographic distribution enhances the 

generalizability of the findings across the national sector. 

In terms of the designations of the respondents, a diverse mix of functional roles were captured, 

including supply chain managers (23.4%), production heads (27.6%), and sustainability 

officers (20.7%). Furthermore, a significant portion of the participating firms were export-

oriented with 67.3% and the data on ESG reporting practices reveal that while only 26.6% of 

firms follow formal ESG reporting standards, a larger proportion (44.1%) engage in informal 

or internal ESG practices. 

Table 1: Demographic Profile of Participating Textile Firms (N = 410) 

Demographic Variable Category Frequency (n) Percentage (%) 

Firm Size Small (Less than 100 employees) 108 26.3% 
 Medium (100–250 employees) 172 42.0% 
 Large (More than 250 employees) 130 31.7% 

Firm Age Less than 5 years 54 13.2% 
 5–10 years 121 29.5% 
 11–20 years 143 34.9% 
 More than 20 years 92 22.4% 

Location (Head Office) Karachi 118 28.8% 
 Lahore 96 23.4% 
 Faisalabad 104 25.4% 
 Sialkot 58 14.1% 
 Others 34 8.3% 

Respondent 

Designation 
Supply Chain Manager 96 23.4% 

 Production Head 113 27.6% 
 Sustainability/CSR Officer 85 20.7% 
 Quality/Compliance Manager 66 16.1% 
 Others (e.g., Owner/Director) 50 12.2% 

Export Orientation Export-Oriented Firms 276 67.3% 
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Demographic Variable Category Frequency (n) Percentage (%) 
 Domestic Market Only 134 32.7% 

ESG Reporting Status Formal ESG Reporting 109 26.6% 
 Informal/Internal ESG Practices 181 44.1% 
 No ESG Reporting 120 29.3% 

Measures 

To empirically examine the relationships among the study variables, validated measurement 

scales were adopted from prior research. ESG performance was measured using a 12-item scale 

adapted from (Khan et al., 2024), capturing ESG dimensions. A sample item includes, “Our 

firm actively monitors and reduces its environmental footprint.” The scale demonstrated good 

internal consistency, with a Cronbach’s alpha of 0.88. Stakeholder trust was assessed using a 

5-item scale developed by (Pirson & Malhotra, 2011), which evaluates the level of confidence 

stakeholders have in the organization’s actions. A representative item is, “Stakeholders believe 

our firm acts in their best interest,” with a Cronbach’s alpha of 0.86. 

Organizational ethical climate was measured through a 7-item scale derived from Victor and 

(Victor & Cullen, 1988) Ethical Climate Questionnaire, focusing on the perceived ethical 

norms within the organization. A sample item reads, “Ethical behavior is the standard in all 

decision-making processes within our firm.” This construct showed strong reliability with a 

Cronbach’s alpha of 0.89. To assess firm innovative capability, a 6-item scale adapted from 

Calantone et al. (2002) was used, which captures a firm's ability to introduce new products, 

services, or processes. An example item is, “Our firm frequently adopts new and innovative 

ideas,” and the scale reported a Cronbach’s alpha of 0.91. 

All items were rated using a 5-point Likert scale ranging from 1 = Strongly Disagree to 5 = 

Strongly Agree. The reliability scores confirm that each scale demonstrates acceptable internal 

consistency for inclusion in further statistical analyses. 

Correlation 

The correlation matrix presents the Pearson correlation coefficients among the four key 

variables of the study: ESG performance, Ethical Climate, Stakeholder Trust, and Innovation 

Capability, based on data from 410 textile firms. All reported correlations are statistically 

significant at the 0.01 level (2-tailed), indicating strong evidence of association among the 

constructs (see table 2 for details) 
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Table No. 2: Correlation Matrix 

 ESG ECMT ST IC 

ESG  1 .722** .334** .693** 

ECMT  .722** 1 .392** .954** 

ST  .334** .392** 1 .377** 

IC  .693** .954** .377** 1 

**. significant p< 0.01 level (2-tailed). 

RESULTS 

To test the hypothesized parallel mediation model, we employed Hayes’ PROCESS macro 

(Model 4) using SPSS version 26. A bootstrapping procedure with 5,000 samples and a 95% 

confidence interval was used to estimate the indirect effects. The model included Ethical 

climate and stakeholders’ trust as parallel mediators between ESG and firms’ innovation 

capability. The total effect of ESG performance on innovative capability was significant (B = 

0.41, β = 0.33, p < .001). However, the direct effect became nonsignificant (B = 0.09, β = 0.08, 

p = .215), suggesting full mediation. Both Ethical climate (B = 0.12, β = 0.10) and 

Stakeholders’ trust (B = 0.19, β = 0.16) significantly mediated the relationship, with ST 

emerging as the stronger mediator. 

Table 3: Parallel Mediation Analysis Using PROCESS Model 4 

Effect Type Path B (Unstd.) β (Std.) SE 95% CI 
Significan

ce 

Total Effect ESG → IC 0.4061 0.3343 0.0567 [0.2947, 0.5176] Yes 

Direct Effect ESG → IC 0.0947 0.0779 0.0762 [–0.0552, 0.2445] No 

Indirect Effect 

(Total) 

ESG → EC/ST → 

IC 
0.3115 0.2564 0.0708 [0.1857, 0.4659] Yes 

Indirect via EC ESG → EC → IC 0.1229 0.1012 0.0695 [0.0024, 0.2746] Yes 

Indirect via ST ESG → ST → IC 0.1885 0.1552 0.0369 [0.1208, 0.2654] Yes 

DISCUSSION 

The results of this study provide robust evidence of a full mediation effect, where the influence 

of ESG performance on firm innovation capability operates entirely through two key 

organizational mechanisms: ethical climate and stakeholder trust. The non-significant direct 

effect of ESG on innovation, once the mediators were accounted for, suggests that ESG 

initiatives alone do not directly drive innovation; rather, their impact is fully channeled through 

the creation of an ethically grounded internal culture and trusted external stakeholder 

relationships. 

The stronger indirect effect observed through ethical climate underscores the vital role of 

internal values and ethical norms in stimulating innovation. This finding is consistent with the 

research of (Dey et al., 2022; Men et al., 2020), which emphasizes that ethical work 
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environments foster employee integrity, openness to change, and a shared sense of 

responsibility—all of which support idea generation and innovative problem-solving. In the 

context of the textile industry, where reputational risk and environmental pressure are high, 

fostering an ethical climate can help firms integrate sustainability into their core innovation 

strategies. 

Simultaneously, the significant mediation through stakeholder trust reinforces the idea that the 

perception of ESG credibility among stakeholders—such as customers, investors, suppliers, 

and regulatory bodies—creates the social license and cooperative space needed for innovation. 

This supports earlier work by Freeman et al. (2010) and Khamisu et al. (2024), who suggested 

that stakeholder trust enables long-term partnerships, reduces uncertainty, and provides access 

to external knowledge, all of which are crucial for firms operating in dynamic sectors like 

textiles. In emerging economies such as Pakistan, where institutional support is evolving, 

stakeholder trust built through ESG transparency becomes a critical intangible asset. 

Contrary to some prior studies that reported a direct positive relationship between ESG and 

innovation (e.g, Chen et al., 2024; Yang et al., 2024; H. Zhang et al., 2024), our findings 

suggest that ESG’s value for innovation is not automatic, but contingent on how it shapes 

internal ethical structures and external relational capital. This reinforces a more nuanced 

understanding of ESG—not merely as a compliance tool but as a foundational enabler of 

innovation capability through organizational culture and stakeholder engagement. 

Overall, this study contributes to the growing literature by empirically validating a dual-path 

full mediation model, emphasizing that firms must go beyond ESG reporting and actively 

cultivate trust and ethical norms to unlock innovation potential. For textile firms in Pakistan 

and similar contexts, investing in ESG must be coupled with strategic internal and external 

alignment to truly enhance innovation outcomes in a sustainability-driven market. 

Conclusion 

This study concludes that ESG performance positively influences firm innovation capability in 

the textile sector of Pakistan, but this relationship is fully mediated by organizational ethical 

climate and stakeholder trust. The findings suggest that ESG practices alone do not directly 

lead to innovation; rather, their impact is realized when they foster a values-driven internal 

culture and build credibility and trust among key stakeholders. These results underscore the 

importance of aligning ESG efforts with organizational ethics and stakeholder engagement to 

drive sustainable innovation. For textile firms aiming to remain competitive in a sustainability-

focused global market, the strategic integration of ESG into cultural and relational processes is 

essential for unlocking their innovative potential. 
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Contribution 

This research offers significant theoretical and empirical advancements to the literature on ESG 

and innovation. Theoretically, it contributes by hypothesizing and confirming a dual-path full 

mediation model that shows the impact of ESG performance on firm innovation capability is 

indirect but fully mediated by organizational ethical climate and stakeholder trust. This 

enhances frameworks like Stakeholder Theory by naming ethical culture and trust as key 

intangible resources that convert ESG initiatives into innovation performance. Empirically, the 

research provides new evidence from Pakistan's textile sector, an industry facing increasing 

global sustainability pressure, offering context-relevant insights into how ESG implementation 

generates innovation in emerging economies. By combining both internal (ethical climate) and 

external (stakeholder trust) mechanisms, the research provides a more multidimensional and 

complete picture of how ESG performance helps build innovation capability in reputation-

sensitive, resource-constrained industries. 

Limitation and Future Research Directions 

Despite its valuable insights, this study has several limitations that offer avenues for future 

research. First, the data were collected through a cross-sectional survey design, which limits 

the ability to draw causal inferences. Future studies could adopt a longitudinal approach to 

better understand the dynamic relationship between ESG performance and innovation over 

time. Second, the study relied on self-reported data from managers, which may be subject to 

social desirability bias; future research could incorporate objective performance metrics or 

triangulate with stakeholder perspectives. Third, while this study focused on the textile industry 

in Pakistan, the findings may not be fully generalizable to other sectors or geographic contexts. 

Comparative studies across industries or countries—especially in developed markets—could 

provide deeper insights into contextual influences. Lastly, this study examined ethical climate 

and stakeholder trust as mediators; future research could explore additional mediating or 

moderating variables, such as organizational learning, leadership style, or institutional 

pressure, to further unpack the ESG–innovation linkage. 
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