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ABSTRACT

This study used the structural equation modeling tool to examine the impact of management control system on performance in Malaysian local
authorities. This study applies a questionnaire-based survey to look for responses from 899 heads of departments attached to the local authorities
within Peninsular Malaysia. Out of the 899 questionnaires distributed, 372 were returned, which resulted in 335 usable responses that were used
for further analysis. Statistical results showed that the external control and formal internal control were significantly associated with all three
performance dimensions - financial, service quality, and procedural, as expected. However, the internal informal control only had a significant
relationship with the service quality performance. This study also revealed that the external control, through the presence of the formal internal
control, had a stronger relationship with all the three performance dimensions, as compared to the direct relationship between the external control

and performance.
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1. INTRODUCTION

Recently the topic of performance of Malaysian local authorities
has attracted the attention of both the government and the public.
The demands of the public and other stakeholders and continuous
complaints concerning the dissatisfaction with the public
services have contributed to the urgent need for accountability
and transparency in delivering public services (Ibrahim and
Karim, 2004). This is because local authorities are devices for
delivering public services to the local community through the
efficient use of resources. The local authorities need to create
value for all resource providers to satisfy them, especially the
public as they are part of the resource providers through their
tax payments. Indeed, the public is becoming more aware that
failure in the value creation will be reflected in the value that
they can receive from the service providers, for example, the

services from the local authorities. As a result, the role of local
governments as service providers are now becoming more and
more important as its functions are seen as an essential system
to govern the community.

The local authorities, therefore, should concern whether the
services they deliver would provide beneficial value to the public.
To assess how far the local authorities successfully create value
in their service delivery, they have to measure their performance.
Hence, one of the tools that can be used to evaluate the performance
is through the implementation of management control system
(MCS). This has been proven by previous literature, for example,
Batac and Carassus (2009), Grubnic and Woods (2009), Melkers
and Willoughby (2005), Midwinter (1994), Greatbanks and Tapp
(2007), Ho (2011), Mimba et al. (2013), Steventon et al. (2012),
and Torres et al. (2012).
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2. LITERATURE REVIEW

Kloot (1999) and Chan (2004) claimed that local authorities
should have a good performance measurement system (PMS) to
ensure that the public services could be delivered successfully to
the community. Therefore, the MCS, as part of the PMS, should
be implemented systematically to increase the performance of
the local authorities. Through the implementation of an MCS,
the service delivery to the public could be evaluated to identify
whether its objectives and targets are achieved. Greiling (2005;
2006) believed that the use of an MCS in the public sector will
increase the effectiveness and efficiency of the services. Moreover,
the MCS can also be used to highlight the strengths of the programs
offered to the public.

In this sense, Malaysian local authorities are no exception. Khalid
(2010) claimed that Malaysian local authorities have implemented
control systems that are used to measure the performance of
the process of service delivery, human resources, financial
productivity, and customers’ satisfaction with the services
received. While Khalid (2010) found that the key performance
indicators (KPIs) were implemented in Malaysian local authorities
to enhance the effectiveness and efficiency of the public services,
Muhammad et al. (2015) suggested that the involvement of
local communities in plans or programme provided by local
authorities and their point of views might help in improving the
services delivery. This recent study by Muhammad et al. (2015)
yet reported that the local authorities are more likely to choose
only some of the information given by the local communities.
Thus, this will cause a conflict between local authorities and
local communities.

Furthermore, Ilias (2016) conducted observations and interviews
with two head of departments at one of the district councils in the
East Coast Region of Peninsular Malaysia and found that KPIs
had been developed in that council to evaluate the performance
of the organization. Unfortunately, there were no specific
internal control systems to ensure how far the KPIs were being
implemented. According to the interviewees, this was due to the
lack of awareness among the employees about the system, which,
in turn, has led to poor performance.

One of the possible reasons for the poor performance is the absence
of external evaluation and control. This was supported by Khalid
(2010) who noted that even though Malaysian local authorities
have KPIs as one of the tools to improve their performance, no
rewards or punishments are applied when the local authorities
meet or fail to meet their KPIs targets. This is because no external
evaluation is made concerning the implementation of KPIs,
and, further, it is used for internal purposes only. This was also
supported by Agbejule and Jokipii (2009) who found that high
degrees of internal control activity and low levels of monitoring
would have the greater effectiveness of the internal control
system. However, a high degree of internal control activity and
high degrees of monitoring would lead to a very efficient internal
control system. Additionally, the latest study by Berahim et al.
(2015) verified that weak surveillance and enforcement by the
local authorities, as well as the poor documentation and recording

systems, were among seven problems that have led to poor
performance of Malaysian local authorities.

One of the ways for the local authorities to resolve these problems
is by improving the MCS, as suggested by some researchers,
such as Verbeeten (2008), Davila (2000), Durden (2008) and
Langfield-Smith (1997). The key forces that demand the need
for an MCS in an organization include undesirable behavior
among people in the organization; motivational problems; and
inadequate control that lead to organizational failure (Merchant,
1982).

2.1. Formal Control Systems and Informal Control
Systems

Horngren et al. (2011) considered MCS to be a system consisting
of both formal and informal control. The formal MCS of an
organization include explicit rules, procedures, performance
measures, and incentive plans that guide the behavior of its
managers and other employees. The formal control system
comprises several systems, such as the management accounting
system, which provides information regarding costs, revenue, and
income; the human resources system, which contains information
on recruiting, training, absenteeism, and accidents; and the quality
system, which provides information concerning yield, defective
products, and late deliveries to customers. On the other hand,
informal MCS include shared values, loyalties, and commitment
among members of the organization, organizational culture, and
the unwritten norms of acceptable behavior of the people in the
organization (Anthony and Govindarajan, 2007).

In another review paper, Macintosh and Daft (1987) classified
MCS as a formal control and defined them as a package of
control that includes accounting reports, budgeting, formal
hierarchy and supervision, job descriptions, rules and standard
operating procedures, statistics for measuring performance,
organizational structure, and employees and performance
appraisal systems. In addition, Simons (1990) defined MCS as a
precise control that involves the formal procedures and systems
to maintain or to alter patterns in organizational activities. The
definitions of MCS by Macintosh and Daft (1987) and Simons
(1990) appear similar to the study of Otley and Berry (1994)
in which MCS are termed as being a set of procedures and
processes that manager and other organizational participants
use in order to ensure the achievement of their goals and the
goals of their organizations.

Furthermore, Rosanas and Velilla (2005) highlighted MCS
as a formal system that consists of goal setting, performance
measurement and evaluation, and incentives. Formal control could
be divided into two - financial and non-financial information.
Financial information, such as budget, is basically provided for
internal users for interactive controls (Simons, 1987; 1991), while
other financial information is provided to the external users, such
as markets, customers as well as competitors, and non-financial
information is used for decision support mechanisms (Chenhall,
2003). While some researchers only consider MCSs in a formal
way, some consider both aspects, formal and informal (see, for
example, Anthony and Govindarajan (2007), Chenhall (2003;
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2007), Batac and Carassus (2009), Otley (1980), Ouchi (1977).
Also, Chenhall (2003) classified informal control into personal
control and social control. Personal control involves centralized
decision-making in which individuals see themselves as having
more interaction on formal-related-matters (for example budget),
and being required to explain the variances in the budget.
Therefore, they are satisfied with their superior-subordinate
relationships. Whereas, social control relates to how the
management controls the behavior of people in the organization
to achieve its desired objectives, such as through the hierarchical
order, institutional structure, and communication structure (Lebas
and Weigenstein, 1986).

Anthony and Govindarajan (2007) also considered the process of
MCS, which is much more involved with the informal interactions
between one manager and another, or between a manager and
their subordinates. The informal interactions normally occur
through informal communications using memoranda, meetings,
conversations, or even by facial expressions. Furthermore, they
further acknowledge that both formal systems and informal
processes influence human behavior in organizations, and,
consequently, they affect the degree to which goal congruence
can be achieved. The formal control systems normally involve
strategic plans, budgets, and reports, while the informal processes
take into account the work ethics, management style, and culture
that exists in the organization.

A more comprehensive review of the MCS component was
reported by Batac and Carassus (2009). They examined and
identified budgeting, accounting and management controls as
formal control, which is accompanied by informal control. They
claimed that the behavior of the organizational members, which
is considered as informal control, could influence the success of
the formal control system, or, in other words, the informal control
might affect the formal control. For example, if the organizational
members readily (informal control) follow the set of policies and
procedures (formal control) designed in the organization, then the
MCS could be successfully implemented. In the current literature,
Cuguero-Escofet and Rosanas (2013) treated the definition of MCS
similar to Batac and Carasssus (2009) who referred to formal MCS
as a set of objectives and rule-based control system, while the
informal MCS is needed to influence the formal control process.
Further, Cuguero-Escofet and Rosanas (2013) revealed that both
the formal and informal control systems are crucial in improving
the performance of organizations.

Based on the above discussion, it is recognized that MCS comprise
both a formal and informal system that is used by the management
to control the activities within the organization to achieve their
goals and objectives. Instead of the formal and informal type of
control, Batac and Carasssus (2009) also differentiated MCS
into two different aspects, namely, internal and external control.
Similar to other scholars on internal control who typically focus
on accounting control, which is of particular interest in auditing
research (see, for example, Adeyemi and Adenugba, 2011;
Fadzil et al., 2005; Suyono and Hariyanto, 2012), so did Batac
and Carasssus (2009). They claimed that such internal control is
designed to ensure that the operational activities of the organization

are going according to plan, while, the external control, such
as legal laws and external auditing practice, is used to ensure
compliance with rules and regulations that govern the organization.

2.2. MCS and Performance

In the MCS literature, some studies suggested a positive
relationship between MCS and performance (Herath, 2007;
Ittner and Larcker, 1997; 2003; Merchant, 1982). MCS is used by
management to achieve the desired goals and to ensure that the
activities or organization are functioning by the organizational
policies. It is also a process by which managers influence other
members of the organization to implement the organization’s
strategies to achieve the goals and objectives (Anthony and
Govindarajan, 2007) by encompassing both financial and
non-financial performance measures, which, in turn, might
affect the organizational performance. Also, Chenhall (2003)
characterized MCS as a broader term that covers management
accounting systems in achieving goals, and as a tool that
provides external and internal information to assist managerial
decision-making.

All of these descriptions imply that MCS is a tool that is used
in decision-making and managerial action processes. For many
researchers and scholars, MCS is a part of the performance
management process (Anthony and Govindarajan, 2007; Chenhall,
2003; Chenhall and Euske, 2007; Rashid, 1999) that readily lends
itself to real-world applications of the management process as it
leads to achieving the goals and objectives of the organization. This
applied control process incorporates performance management
techniques to describe and predict outcomes based on management
experience.

Thus, it was proven that performance management would affect
the performance of both private and public sector organizations
(Chenhall and Euske, 2007; Ittner and Larcker, 1997; Verbeeten,
2008). This is consistent with Otley (1999) and Heinrich (2002)
who state that the organization must organize its performance
management properly to ensure the MCS could be developed
successfully in the process of defining goals, selecting strategies,
allocating resources, and measuring and rewarding performance
to obtain better organizational results.

2.3. The Relationship between External Control and
Performance

External control is one of the important components that should be
considered in MCS (Gottardo and Moisello, 2011). The example
of an external control that is discussed in previous research was
external audit (Batac and Carassus, 2009; Coombs and Edwards,
1990; Ibrahim et al. 2004), and public regulatory authorities (Batac
and Carassus, 2009; Boyne, 2000; Gottardo and Moisello, 2011).

Batac and Carassus (2009) suggested that external control
should be integrated into local communities’ information
processes through the establishment of a legal committee or the
outline of a guide to adapt to the government policies. Through
these processes, knowledge could be produced and perhaps be
distributed throughout the organization to enable the organization
to meet its desired goals and objectives. Therefore, the following
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hypotheses related to external control and performance are

proposed for testing:

H, : There is a relationship between external control and financial
performance.

H, : There is a relationship between external control and service
quality performance.

H, : There is a relationship between external control and
procedural performance.

2.4. The Relationship between External Control and
Internal Formal Controls

It is found that the auditing by the auditor-general can help local
authorities to control their internal procedures and control systems
(Barret, 1996; Batac and Carassus, 2009). The auditor-general
provides an opinion concerning whether the local authorities comply
with the regulations in respect of accounts handling, public funds
spending, financial reports, assets management and other related
controls (Local Government Act 1976 [Act 171] & Subsidiary
Legislation, 2010). Indeed, from the interviews that were conducted
with some heads of department, Ilias (2016) found that starting
in 2007, an accountability index for financial management was
implemented to assess how far the rules and financial procedures
were complied with by Malaysian local authorities.

Accordingly, Malaysian local authorities are also bound by other
rules and regulations, which include the Local Government Act
1976 (Act 171), Town and Country Planning Act 1976 (Act
172), Street, Drainage and Building Act 1974 (Act 133), Road
Transport Act 1987 (Act 333), and Building and Common Property
(Maintenance and Management) Act 2007 (Act 663). All these
regulations provide guidelines that should be followed by local
authorities in providing services to the public. The external control
is likely to directly improve the internal control of the organization
because of the higher control from outside parties (Anthony and
Govindarajan, 2004; Batac and Carassus, 2009).

Moreover, Ibrahim et al. (2004) studied the audit certificate issued
by the auditor-general in the local authorities of the North Coast
Region of Peninsular Malaysia for the period 1997 to 2001.
They found that 75.72% of the audit certificates issued to the
local authorities in their study was qualified. Hence, it can be
concluded that the existence of the auditor-general auditing the
local authorities improved their reliability of internal control and
thus led to a reduction in financial statement error.

Therefore, it is believed that the more the local authorities comply
with the external control, the higher the increase in their internal
control systems, both formal and informal. Based on the above
arguments, it can be theorized that the existence of external control
could increase internal control systems. Thus, the following
hypothesis is tested:
H,: There is a relationship between external control and formal
internal control.

2.5. The Relationship between Internal Control and
Performance

Internal control system has been seen as a tool to enhance the
monitoring and reporting processes in the organization, and to

ensure the compliance with laws and regulations (Jokipii, 2010).
Indeed, Ittner and Larcker (1997) and Herath (2007) agreed that the
internal control will lead to the higher performance. In fact, Khalid
(2010) found that the internal control systems such as the use of
KPIs has led the improvement in local authorities’ performance.

As documented by these researchers, the ultimate goal of internal

control is to assure the achievement of predetermined objectives

of the organization. In order to perform well, internal control

plays the function of monitoring, communicating, measuring,

reviewing and analyzing the progress of organizational strategies

in achieving the targeted goals. As empirically proven in previous

studies, the positive relationship between internal control and

performance has been reported (Simons, 1990; Triantafylli and

Ballas, 2010; Tsamenyi et al., 2011; Yahya et al., 2008). Therefore,

these arguments lead to the following hypotheses:

H,: There is a relationship between formal internal control and
financial performance.

H,: There is a relationship between internal formal control and
service quality performance.

H. : There is a relationship between formal internal control and
procedural performance.

H. : There is a relationship between internal informal control and
financial performance.

H. : There is a relationship between internal informal control and
service quality performance.

H.: Thereis arelationship between internal informal control and
procedural performance.

2.6. Internal Control System as a Mediator

Ittner and Larcker (1997), Herath (2007) and Jokipii (2010) found
evidence that the internal control system mediated the relationship
between contingency factors and performance. Ittner and Larcker
(1997), for instance, provided a model of how to link the quality
strategy to the organizational performance while the strategic
control is used as a mediator. The strategic control of Ittner and
Larcker’s includes external monitoring, internal monitoring, and
implementation of the strategic control system. Ittner and Larcker
(1997), however, noted that formal plans that are too rigid could
obstruct the performance of the organization.

Herath (2007), on the other hand, assumed that the core control
package is surrounded by organizational structure and strategy,
corporate culture, and management information systems. The
control system package is used as a mediator in the relationship of
contingent factors and the organizational performance. All these
components of control system interact with each other to support
the success of the controlling system, which, in turn, leads to the
achievement of organizational goals and objectives.

Furthermore, Chenhall et al. (2011) also tested the formal control
as a mediator of the relationship between products differentiation
and innovation. The use of the various types of formal control,
such as budgeting, production scheduling, quality control, internal
auditing, and performance appraisal, were found to significantly
enhance the relationship of product differentiation and innovation
(0.06, Z = 1.64, P < 0.05). Thus, the following sub-hypotheses
were suggested for testing in the study:
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H, : The relationship between external control and financial
performance is mediated by formal internal control.

H, : The relationship between external control and service quality
performance is mediated by formal internal control.

H, : The relationship between external control and procedural
performance is mediated by formal internal control.

The literature also supports the formulation of the conceptual
framework for examining the relationship between external
control, internal control systems, and performance of Malaysian
local authorities (Figure 1).

3. METHODOLOGY

The unit of analysis of the study is all the departments of city
councils, municipal councils, and district councils in Peninsular
Malaysia. The respondents are heads of department attached to
the local authorities. Currently, there are 149 local authorities in
Malaysia, including in the state of Sabah and Sarawak. Out of
the 149 local authorities, 99 are located in Peninsular Malaysia
consisting of eight city councils, 34 municipal councils, and
57 district councils that are governed by the Local Government
Act 1976. From the 99 local authorities in Peninsular Malaysia,
there are 899 departments as summarized in Table 1.

For this study, it was necessary to ensure that the sample was as
representative as possible of the population from which it was
drawn. Additionally, because the researcher was interested in
the MCS implementation in local authorities within Peninsular
Malaysia, not just those in city councils or municipal councils,
it was essential that the sample include all the departments from
each type of local authority. In line with the above discussions
and also by taking into consideration the probability of non-
response, the main concerns of the researcher was to achieve a
minimum of 300 usable responses. Therefore, the sample size of
899 was determined for this study by using the total number of

Figure 1: Conceptual framework
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Table 1: Sample
Location  Type of local Number of local  Number of
authority authorities departments
Peninsular  City council 8 97
Malaysia ~ Municipal council 34 336
District council 57 466
Total 99 899

departments in the local authorities within Peninsular Malaysia.
A questionnaire-based survey was carried out to look for responses
from the 899 heads of department. Out of the 899 questionnaires
distributed, 372 were returned, which resulted in 335 usable
responses that were used for further analysis.

4. RESULTS AND DISCUSSIONS

This section of the study presents and discusses the empirical
results of the study based on the feedback from the questionnaire
survey. The findings are reported as follows - assessment of
goodness of measures which includes the reliability and validity
of the instruments used in the study, and the hypotheses testing
results.

4.1. Assessment of Goodness of Measures

It is important to validate the measures used in this study as it
builds trust in providing correct results. The validation of measures
can be divided into two main aspects: Reliability and validity
assessment. Reliability is a measure of the internal consistency of
a set of scale items, whereas validity is used to determine whether
the constructs of the study measure the intended concept (Sekaran
and Bougie, 2011).

4.1.1. Reliability

As this study used the structural equation modeling (SEM)
technique to analyze the data, Bagozzi, and Yi (1988) suggest
three types of reliability that could be examined: Individual item
reliability, composite reliability, and average variance extracted
(AVE).

4.1.1.1. Individual item reliability

Individual item reliability is computed directly by the AMOS
program and is listed as squared multiple correlations (SMC) in
the output, which is represented by R?. In this study, the R? values
of the measurement model in the observed variables were used as
estimations for a particularly observed variable. Following Bollen
(1989), R? values of above 0.50 provide evidence of acceptable
reliability.

4.1.1.2. Composite reliability

Composite reliability is used to assess measurement model
reliability, which means that a set of latent construct indicators are
consistent in their measurement. Items for measuring a construct
with highly intercorrelated among others show that they measure
the same latent construct. However, there is no definite acceptable
threshold. Fornell and Larcker (1981) suggest that values >0.50
are considered adequate, while Bagozzi and Yi (1988) suggest
that values >0.60 are desirable.

4.1.1.3. Average variance extracted (AVE)

The AVE reflects the overall amount of variance captured by
the latent construct. It has been suggested that the AVE value
for a construct should exceed 0.50 (Bagozzi and Yi, 1988;
Fornell and Larcker, 1981). Inevitably, Cronbach’s Alpha is also
measured in this study for each confirmed scale. The Cronbach’s
Alpha is calculated after demonstrating the uni-dimensionality
of a measure as suggested by Anderson and Gerbing (1988).
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The acceptable value of Cronbach’s Alpha in social science
research is 0.70 (Hair et al., 2010; Sekaran and Bougie, 2011).
All these reliabilities are shown in Table 2. It can be seen that
the Cronbach’s Alpha coefficients for all the variables exceeded
the 0.70 cut-off level (Hair et al., 2010; Sekaran and Bougie,
2011), thereby indicating that there was a good level of internal
consistency among the constructs, and thus indicates strong
reliability.

4.1.2. Validity
In this paper, construct validity was employed to determine the
validity of the survey instruments used.

4.1.2.1. Construct validity

Construct validity is a validity test that is important when discussing
the validity of instruments used in a study. Although construct
validity is claimed to be the most difficult type of validity to
establish, it is also the most “powerful”” when it comes to measuring
how well the correlations between variables can fit with the theories
around which the test is designed (Sekaran and Bougie, 2011).
This can be assessed through the determination of both convergent
validity and discriminant validity (Hair et al., 2010).

According to Hair et al. (2010), three methods can be used to
determine convergent validity - the analysis of factor loadings, the

Table 2: Results of confirmatory factor analysis of measurement model

Constructs/items Factor loading  Critical ratio (t-values) = Composite reliability* R? AVE®  Cronbach’s Alpha
External control
Item 1 0.800 15.762 0.94 0.640 0.62 0.904
Item 2 0.761 11.715 0.537
Item 3 0.732 13.605 0.535
Item 4 0.712 13.061 0.508
Item 5 0.731 2.457 0.501
Item 6 0.720 13.278 0.519
Item 7 0.907 20.058 0.822
Item 8 0.872 - 0.760
Item 9 0.867 18.282 0.751
Item 10 0.779 15.059 0.607
Internal formal control
Item 1 0.744 6.293 0.95 0.515 0.67 0.929
Item 2 0.824 6.884 0.678
Item 3 0.889 7.041 0.791
Item 4 0.786 6.457 0.571
Item 5 0.806 6.837 0.649
Item 6 0.962 7.182 0.926
Item 7 0.782 6.772 0.612
Item 8 0.846 6.941 0.716
Item 9 0.735 - 0.590
Internal informal control
Item 1 0.792 8.173 0.94 0.579 0.65 0.890
Item 2 0.795 7.402 0.554
Item 3 0.730 8.444 0.533
Item 4 0.908 9.499 0.824
Item 5 0.717 8.353 0.514
Item 6 0.955 9.714 0.911
Item 7 0.862 9.260 0.743
Item 8 0.754 - 0.507
Procedural performance
Item 1 0.807 13.098 0.92 0.651 0.65 0.915
Ttem 2 0.815 13.265 0.665
Item 3 0.869 14.308 0.755
Ttem 4 0.793 12.830 0.629
[tem 5 0.761 12.208 0.579
Item 6 0.771 - 0.595
Service quality performance
Item 1 0.973 24.296 0.95 0.947 0.75 0.946
Item 2 0.842 17.660 0.709
Item 3 0.795 15.881 0.632
Item 4 0.877 19.183 0.769
Item 5 0.822 16.878 0.676
Item 6 0.873 - 0.763
Financial performance
Ttem 1 0.926 19.612 0.93 0.857 0.77 0.931
Item 2 0.803 15.420 0.644
Item 3 0.917 19.921 0.841
Item 4 0.860 - 0.739

*Composite reliability: Square of the summation of the factor loadings/square of the summation of the factor loadings+square of the summation of the error variances, "AVE: Summation
of the square of the factor loadings/summation of the square of the factor loadings+summation of the error variances
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analysis of AVE, and the analysis of composite reliability. They
suggested a standardized loading of 0.40 or higher for a sample
size of more than 200, while Bagozzi and Yi (1988) recommended
that factor loadings of each item ranging between 0.60 and 0.90
are satisfactory. In the SEM technique, using the AMOS program,
Anderson, and Gerbing (1988) suggested that the accepted cut-
off value for factor loadings is when t-values (which is reported
as the critical ratio in AMOS output) are greater than +£1.96 or
+2.58 at 0.05 or 0.01 levels, respectively. In addition, the value
of SMC or R? is also inspected, which must be above the 0.3 cut-
off value (Hair et al., 2010). The second method to determine the
convergent validity is through the analysis of AVE. It is suggested
that the satisfactory AVE values must exceed the 0.5 benchmark
(Hair et al., 2010). While through the third method, Fornell and
Larcker (1981) suggested that the values of composite reliability
should exceed the 0.7 benchmark.

Table 2 presents the convergent validity results, which summarize
the standardized loadings, critical ratio, SMC, composite reliability
and AVE of each item from the measurement model in Figure 2.
As shown in Table 2, the value of the factor loadings for each
item was above the cut-off value of 0.70 for the new measurement
scales, as suggested by Hair et al. (2010), with all the critical ratios

being greater than £1.96 at the 0.05 significance level (Anderson
and Gerbing, 1988). Furthermore, the values for the SMC or
R? were also above the suggested value of 0.30 (Hair et al., 2010).
According to Hair et al. (2010), a composite reliability of 0.70 or
above and AVE of more than 0.50 are considered to be acceptable.
As can be seen from Table 2, all the composite reliabilities were
more than 0.90 and above the threshold values of 0.50 (Fornell
and Larcker, 1981) and 0.60 (Bagozzi and Yi, 1988). Moreover,
the AVE ranged from 0.62 to 0.77, which also exceeded the
0.50 rule of thumb (Bagozzi and Yi, 1988; Fornell and Larcker,
1981). Therefore, based on these results, it can be concluded that
convergent validity has been established.

Discriminant validity refers to the degree to which measures
of conceptually distinct constructs differ (Hair et al., 2010). It
is established when the variance extracted from two constructs
is greater than the square of the correlation between those two
constructs (Fornell and Larcker, 1981). To identify the existence
of discriminant validity, Fornell and Larcker (1981) suggested
comparing the square root of AVE with the squared correlations
between the latent constructs. If the square root of AVE value is
substantially greater than the squared correlations, then it indicates
that discriminant validity is attained (Table 3).

Figure 2: Results of the path analysis
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Investigation of the results in Table 3 shows that all the square
roots of the AVE values were greater than the squared correlations,
thereby indicating that the discriminant validity has been attained.

4.2. Hypotheses Testing Results

Figure 2 and Table 4 presents the results of 13 hypotheses
generated in the study. Hypotheses 1a, 1b, and 1c¢ examined the
relationship between external control and financial performance,
service quality performance, and procedural performance,
respectively. The structural coefficient between external control
and financial performance (H, ) was 0.16, while, between external
control and service quality performance (H,,) it was 0.18. The
structural coefficient of the path between external control and
procedural performance (H, ) was 0.15. All three hypotheses (H
H,,,and H, ) were supported at the 5% significant level, and thus,
leading to the acceptance of these hypotheses. In addition, the
relationship of external control and formal internal control (H,)
was also examined and was found to be positively significant
(P < 0.01) with the structural coefficient of the path being 0.24.
Based on this result, hypothesis H, was also supported.

The association between formal internal control and the
performance of Malaysian local authorities - financial performance,
service quality performance, and procedural performance - were
tested in hypotheses 3a, 3b, and 3c, respectively. The results showed
that two paths (H,, and H, ) were significant at the 0.01 level, while
hypothesis 3¢ (H,,) was significant at the 0.05 level. Among these
three relationships, formal internal control has the strongest effect

Table 3: Discriminant validity of constructs

Constructs ?) (€)) “4) Q) ©® @
External control 0.787

Internal formal control 0.0012 0.819

Internal informal 0.0092 0.1246 0.806

control

Financial performance 0.0100 0.0196 0.0139 0.877

Service quality 0.0035 0.0372 0.1129 0.0008 0.866
performance
Procedural
performance

0.0035 0.0172 0.0169 0.0493 0.0029 0.806

Bold figures represent the square root values of AVE for each construct, while the other
figures represent the squared correlations

Table 4: Hypotheses testing results

Hypothesis Relationship Path coefficient
H, EC->FP 0.15*
H, EC->SQP 0.18*
H, EC->PP 0.16*
H, EC->IFC 0.24%**
H,, IFC>FP 0.26%*
H,, IFC>SQP 0.38**
H,, IFC->PP 0.17*
H,, IIFC->FP 0.02
H,, IIFC>SQP 0.32%*
H,, IIFC->PP —-0.05
H,, EC->IFC->FP

H,, EC->TFC->SQP

H,, EC->IFC->PP

on service quality performance (path coefficient at 0.38). Thus, the
results of the structural path established support for H, , H, , andH,
Furthermore, a relationship between internal informal control and
financial performance was also posited (H,,), as well as between
internal informal control and service quality performance (H,),
and between internal informal control and procedural performance
(H,). Neither the structural path of H,, and H,, were significant
as the critical ratios for the hypotheses were 1.280 and 0.897,
respectively, which were below the cut-off value of 1.96 suggested
by Hair et al. (2010). Accordingly, H,, and H,, were rejected.
However, the relationship between internal informal control and
service quality performance (H, ) was significantly supported at the
1% level, thus resulting in acceptance of the hypothesis.

To test the mediation effects, Baron and Kenny’s (1986) principles
of mediation were used. Table 5 presents the direct effects of
external control and all three performance dimensions also
significant (EC>FP: 0.15, P < 0.05; EC>SQP: 0.18, P < 0.05;
EC->PP: 0.16, P < 0.05). Accordingly, these results conformed
to the first step of Baron and Kenny in the mediation testing.
Looking at Table 4, the coefficients between external control
on formal internal control was positively significant (EC>IFC:
0.24, P < 0.01), thereby fitting the requirement of the second
step of Baron and Kenny’s meditation testing procedure. Lastly,
the third step of Baron and Kenny was investigated to identify
the existence of the mediation effects of formal internal control
in the relationship between external control and performance
dimensions. Referring to Table 4, external control significantly
influenced financial performance, service quality performance,
and procedural performance via the internal formal control
(EC>IFC>FP: 0.0624, P < 0.05; EC>IFC>SQP: 0.0912,
P < 0.05; EC>IFC->PP: 0.0408, P < 0.05). In comparing the
indirect effects and direct effects of external control and financial
performance (0.0624 <0.15), external control and service quality
performance (0.0912 <0.18), and external control and procedural
performance (0.0408 <0.16), it showed that although the indirect
effects are still significant in the relationship, the coefficients
were reduced. These results thus supported hypothesis 4a (H, ),
Hypothesis 4b (H,,), and hypothesis 4c (H, ) - that formal internal
control was the mediation variable in the relationship between
external control and performance.

Critical ratio P value Decision
3.434 0.021 Supported
3.200 0.013 Supported
3.897 0.022 Supported
4.763 0.000 Supported
4.281 0.000 Supported
4.386 0.000 Supported
3.065 0.012 Supported
1.280 0.200 Rejected
4.761 0.000 Supported
0.897 0.370 Rejected
4.230 0.015 Supported
3.221 0.023 Supported
2.576 0.025 Supported

**P<0.01, ¥*P<0.05, EC: External control, FP: Financial performance, SQP: Service quality performance, PP: Procedural performance, IFC: Internal formal control
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Table 5: Analysis of direct and indirect effects of the
independent variables on performance

Effects of Direct Indirect Result of
independent effect effect mediation
variables on coefficient coefficient

performance via IFC

EC>FP 0.15%* 0.0624* Partial
EC->SQP 0.18* 0.0912* Partial
EC->PP 0.16* 0.0408* Partial

*P<0.05. EC: External control, FP: Financial performance, SQP: Service quality
performance, PP: Procedural performance

5. CONCLUSION

This study contributes to the literature concerning the structural
linkage among external control, internal controls, and performance
within Malaysian local authorities by developing and testing the
hypothesized relationships using SEM analysis. This study also
tested the formal internal control as an intervening variable in
the relationship between external control and performance. The
effects of the mediator variable on the performance were measured
based on three different perspectives - financial performance,
service quality performance, and procedural performance - which
can provide new insight into the performance focus among the
practitioners.

In addition, the results of this study also clarify the role of external
control regarding external auditing and laws and regulations to
improve the internal control of local authorities. This can explain
how the external control influences the formal internal control
of the organization, and, in turn, influences the performance.
Therefore, to enhance the performance of the local authorities,
top management should monitor and supervise the existing control
systems, and, at the same time, improve the current systems by
taking into account the needs and desires of all related stakeholders.

In fact, the mechanisms of MCS as accountability attributes in
Malaysian local authorities that need to comply in a responsible
manner with internal and external criteria defined by stakeholders,
ensuring the implementation of appropriate actions, and therefore,
explaining how those actions can be delivered to the public citizens

properly.
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