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Abstract. Internal control is essential to corporate governance, especially with 

the increasing use of information technology and globalization. Poor internal 

control mechanisms, on the other hand, create increased operational 

inefficiencies, resulting in theft, loss of revenue, and fraudulent conspiracies An 

effective internal control system assists a company in achieving its goals, 

providing reliable financial information, and safeguarding assets and other 

critical resources. It also helps monitor and evaluate an organization's 

effectiveness to ensure efficiency and effectiveness. This research examines the 

Internal Control System and its influence on organizational effectiveness. The 

study was carried out at the Village Credit Institution (LPD) in Tabanan 

Regency, with LPD employees and managers participating as respondents. Data 

was collected using a questionnaire, analyzed using variance-based SEM, and 

processed using Partial Least Square (PLS). The research results found that the 

control environment, control activities, risk assessment, and monitoring 

activities positively and significantly affect organizational effectiveness. 

Meanwhile, information and communication do not significantly affect 

organizational effectiveness in LPD Tabanan Regency. 
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1 Introduction 

The increasing number of fraud cases in recent years has led to the importance of 

internal control systems in corporate governance (Länsiluoto et al., 2016). The 

Committee of Sponsoring Organizations of the Treadway Commission (COSO) 

emphasizes the vital importance of internal control in business management, 

particularly in goal setting, planning, organizing, implementing, coordinating, and 

controlling (Vu & Nga, 2022). An effective internal control system can provide 

reliable financial information, safeguard assets and other critical resources, and assist 

in monitoring and evaluating organizational performance (Otoo et al., 2023; Zhou et 

al., 2016). 
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Poor internal control mechanisms, on the other hand, create increased operational 

inefficiencies, resulting in theft, loss of revenue, and fraudulent conspiracies (Zhou et 

al., 2016; Hoai et al., 2022; Cheliatsidou et al., 2021). From a theoretical perspective, 

agency theory is used to investigate the effectiveness of internal control systems, 

including optimal approaches in managing interactions, where work is determined by 

principals or shareholders, and agents or managers supervise performance (Jensen & 

Meckling, 1976). Internal control mechanisms can increase organizational  

effectiveness through the control environment, control activities, risk assessment, 

control monitoring, and information and communication (Otoo et al., 2023).  

Research by Otoo et al. (2023) shows that organizational effectiveness is 

significantly influenced by three internal control system dimensions: control 

activities, control environment, and risk assessment. However, the influence of 

information, communication, and control monitoring activities is insignificant to 

organizational effectiveness. Meanwhile, other research conducted by (Hoai et al., 

2022) shows that an effective internal control system influences organizational 

performance. A study by (Zhou et al., 2016) showed that adequate internal control 

shows the effectiveness of its five elements: control environment, risk assessment, 

control activities, information communication, and effective monitoring. Research 

results show evidence of a positive relationship between internal control and 

performance effectiveness (Vu & Nga, 2022). 

Village Credit Institutions (LPD) are vital traditional economic institutions in Bali, 

serving social, financial, and religious functions. However, LPDs in Bali have  

encountered recent problems, such as unprofessional management, irregularities, 

fraud, and legal issues, leading to the bankruptcy and closure of 155 out of 1,493 

LPDs. The highest number of bankrupt LPDs is in Tabanan Regency, with 54 LPDs 

affected. Additionally, LPDs in Tabanan Regency have seen a decline in 

performance, evidenced by an uptick in the number of financially unstable LPDs. To  

address this issue, a research study will investigate the influence of internal control 

system elements on LPD performance, specifically focusing on organizational 

effectiveness in LPDs in Tabanan Regency (Baliberkarya.com, 2022). 

2 Literature Review and Hypothesis Development 

2.1 Literature Review 

Agency theory is a theoretical perspective used to investigate the effectiveness of 

internal control systems. It is an optimal approach to managing interactions, where 

principals or shareholders determine work, and agents or managers supervise their 

performance (Jensen & Meckling, 1976). Agency theory is based on mental processes 

and human preferences that postulate that internal control systems help maximize 

shareholder wealth by reducing agency costs (Rashid, 2022). 

Internal control is a process carried out by an entity's board of directors, 

management, and other personnel, designed to provide adequate assurance regarding  

achieving objectives relating to operations, reporting, and compliance (COSO, 2013). 
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According to (Adegboyegun et al., 2020), the internal control system is a concept that 

summarizes the integrity structure of each entity, ethical values, and all control acti-

vities to ensure balance to achieve optimality. The benefit of internal control  

system (Mahadeen et al., 2016) encourages efficient and effective business processes 

and produces quality products/services for the organization’s mission. Safeguard  

resources from loss due to waste by ensuring compliance with laws/regulations/  

contracts and management directives, development and maintenance of financial data, 

and reliable management in a timely reporting system. The internal control  

system has five components that support an organization in achieving its goals:  

control environment, risk assessment, control activities, information and 

communication, and monitoring activities (COSO, 2013). 

2.2 Hypothesis Development 

The Influence of The Control Environment on Organizational Effectiveness. The 

control environment is the supporting attitudes, style, and philosophy of parties  

related to the organization, as well as competence, morals, integrity, and ethical  

values (Chen et al., 2020; Gao & Zhang, 2019). The control environment consists of 

structures, methods, and measures that serve as a basis for evaluating the internal 

control framework (Chalmers et al., 2019; Vu & Nga, 2022), providing discipline and 

structure to achieve the objectives of the internal control system, namely  

increasing organizational effectiveness and improving system quality (Chiu & Wang, 

2019). Demonstrates management's dedication to ethical business practices that will 

enhance employee behavior and organizational effectiveness (Gal & Akisik, 2020). 

The research results (Otoo et al., 2023) show that control significantly positively 

affects organizational effectiveness. The hypothesis proposed in this study: 

H1. The control environment has a significant positive effect on organizational 

effectiveness. 

The Influence of Control Activities on Organizational Effectiveness. Control  

activities are systems, procedures, and policies that ensure direction over financial 

reporting and management controls have been implemented (Adegboyegun et al., 

2020; Ngoc et al., 2020). Activities to ensure all necessary steps have been taken to 

reduce risks and help the organization achieve its goals, namely increasing its 

organizational effectiveness (GamageLow & Keving, 2018). Control activities are 

carried out at all levels of the organization to ensure that all activities and procedures 

are recorded (COSO, 2013). On the other hand, Chang et al. (2019) emphasize that  

control activities must be carried out periodically to see whether these activities are 

still relevant and make the necessary changes so that control activities significantly 

positively affect organizational effectiveness (Otoo et al., 2023). This research  

proposes the following hypothesis: H2. Control activities have a significant positive 

effect on organizational effectiveness. 
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The Influence of Risk Assessment on Organizational Effectiveness. Risk 

assessment is identifying and evaluating threats to organizational goals, facilitating 

the identification of relevant risks that can influence the achievement of 

organizational management goals (Chen et al., 2020). Management's attitude towards 

risk is essential for organizational effectiveness. Risk assessment helps prioritize 

specific goals, which have a significant impact on an organization's control system 

(Chiu & Wang, 2019), (Musah et al., 2022). A study by Otoo et al. (2023) shows that 

risk assessment signi-ficantly affects organizational effectiveness. The research 

hypothesis is as follows: H3. Risk assessment has a significant positive effect on 

organizational effectiveness. 

The Influence of Information and Communication on Organizational 

Effectiveness: Information and communication are processes used to properly locate, 

collect, and disseminate critical information within the boundaries established by 

mana-gement to meet the organization's financial reporting objectives (Vu & Nga, 

2022). Effective communication is based on disseminating information about each 

signi-ficant organizational division (Hamdan, 2019). A practical information and 

communication system will immediately provide accurate and relevant information to 

various stakeholders to support multiple internal control segments to function 

effectively and efficiently (Peterson, 2018). Information and communication do not 

significantly affect organizational effectiveness (Otoo et al., 2023). This research 

proposes the following hypothesis: H4. Information and communication have a 

significant positive effect on organizational effectiveness. 

The Influence of Monitoring Activities on Organizational Effectiveness: Moni-

toring activities involve assessing the quality of control system functions to ensure 

that system operations and design run effectively and efficiently (Wali & Masmoudi, 

2020; Mas’deh et al., 2015). Periodically evaluating the effectiveness and efficiency 

of a system is an essential component of any comprehensive internal control system 

(Zhou et al., 2016). Monitoring activities assess controls’ quality and effectiveness in 

managing identified risks (Dowdell et al., 2020). Monitoring activities do not affect 

organizational effectiveness significantly (Otoo et al., 2023). As for the research  

hypothesis: H5. The effectiveness of the organization is positively and significantly 

impacted by monitoring activities. 

3 Methodology 

3.1 Population and Sample Selection 

The population of this research is all LPD employees and administrators in Tabanan 

Regency, which is located in ten sub-districts. The Tabanan Regency Village Credit 

Institution Empowerment Institute (LPLPD) data shows 311 LPDs with 1,233  
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employees in 2023. The sampling technique used was proportionate random  

sampling, with 199 samples taken. 

3.2 Data Collection, Measurement, and Analysis Techniques 

Data was collected through questionnaires and interviews. Several questions about 

indicators measured in the internal control system and organizational effectiveness are 

included in the questionnaire. Each statement was asked to agree or disagree with 

respondents, which was then converted to numbers using a Likert scale with intervals 

of 5, going from 1 strongly disagree to 5 strongly agree. Thirty respondents were used 

to conduct validity and reliability tests before the questionnaire was distributed.  

Pearson correlation was used with a sig to measure the instrument’s validity in this 

study (2-tailed) of 0.05. If the correlation value is below 0.05, the data obtained is 

valid. Cronbach’s alpha statistical test was used to conduct the reliability test. 

Cronbach’s Alpha value must be greater than 0.70 for the constructor variable to be 

reliable. The hypothesis was tested using variant-based SEM and processed with the 

SmartPLS Partial program at a significance level of 0.05. 

4 Result and Discussion 

4.1 Result 

Hypothesis testing involves conducting significance testing through the bootstrap 

procedure. This requires examining parameter coefficient values, t-statistical 

significance values, and P values, all of which are displayed in Table 1. The findings  

presented in Table 1 demonstrate that the control environment (X1), risk assessment 

(X2), control activities (X3), and monitoring (X5) all have a significant positive  

impact on organizational effectiveness (Y). This is evidenced by the T statistics being 

greater than 1.9755 (T Table) and the P-value is less than 0.05, leading to the  

acceptance of hypotheses H1, H2, H3, and H5. However, in the case of the moni-

toring variable, the T statistic value is less than 1.9755, and the P-value is greater than 

0.05, indicating that this variable does not significantly affect organizational 

effectiveness, leading to the rejection of hypothesis H4. The analysis indicates that a 

stronger control environment is associated with higher organizational effectiveness, 

suggesting that improved control environments contribute to increased organizational 

effectiveness. Similarly, the study reveals that better risk assessment processes,  

enhanced control activities, and regular monitoring are positively associated with 

higher organizational effectiveness. 
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Table 1. Path coefficients, total effect, and specific indirect effect 

Explanation Original 

sample 

T statistic P values 

X1 (Control Environment) → Y (Organizational  

Effectiveness) 

0.167 2.008 0.045 

X2 (Risk Assessment) → Y (Organizational Effectiveness 0.394 5.062 0.000 

X3 (Control Activities) → Y (Organizational  

Effectiveness) 

0.212 2.362 0.019 

X4 (Information and Communication) →Y (Organizational 

Effectiveness) 

0.050 1.257 0.209 

X5 - Monitoring → Y (Organizational Effectiveness) 0.133 2.017 0.044 

Y (Organizational Effectiveness) → Y1 (Goal Achievement 

Approach) 

0.906 62.727 0.000 

Y (Organizational Effectiveness) → Y2 (Competitive Value 

Approach) 

0.916 69.115 0.000 

Y (Organizational Effectiveness) →Y3 (Strategic  

Constituency Approach) 

0.873 41.422 0.000 

Y (Organizational Effectiveness) →Y4 (System Resource 

Approach) 

0.872 43.975 0.000 

 

4.2 Discussion 

The relationship between the control environment and organizational effectiveness is 

positive. This means that a better control environment leads to higher organizational 

effectiveness. These findings are consistent with the results of Otoo et al. (2023) 

indicating that the control environment significantly positively affects organizational 

effectiveness. In Tabanan Regency LPD, a good control environment is  

attributed to the active supervision of internal control, both financial and non-

financial, by the audit body. This supervision helps foster moral behavior and ethical 

values in the daily operational activities of LPD. Studies by Chen et al. (2020), Gao & 

Zhang (2019), Gal & Akisik (2020), and Chiu & Wang (2019) also demonstrate that a 

good control environment is evident in the management style and philosophy based 

on competence, morals, and ethical values, which, in turn, can enhance organizational 

effectiveness. 

Risk assessment has a positive effect on organizational effectiveness. This is  

because LPD management has a process for determining the possibility of risk  

occurring, an action process for handling risks, and a process for dealing with  

business risks relevant to financial reporting objectives. According to studies by Chen 

et al. (2020),  Chiu & Wang (2019), and Musah et al. (2022), organizational 

effectiveness will increase if management adopts a risk-oriented attitude and has a 

process for identifying and assessing risks. Additionally, research by Otoo et al. 

(2023) indicates that risk assessment significantly impacts organizational 

effectiveness. 
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The relationship is clear: the higher the control activity, the greater the 

organization’s effectiveness. Separation of duties and responsibilities of employees 

and management, all LPD assets, and transactions have been properly recorded, 

supported by evidence, documented, and can be controlled. This creates good 

governance and increases organizational effectiveness. Organizational effectiveness 

can be achieved through adequate control activities such as management control, 

regular recording of all activities, and financial reporting procedures (Adegboyegun et 

al., 2020; Ngoc et al., 2020; GamageLow & Keving, 2018; Chang et al., 2019). 

Similar results are found in a study by Otoo et al. (2023), indicating a positive effect 

of control activities on control effectiveness. Agency theory stresses the importance 

of a strict separation between owners and agents by implementing good governance to 

control agent actions in the company and minimize conflicts of interest (Panda & 

Leepsa, 2017). 

The effectiveness of LPD organizations in Tabanan Regency is not greatly affected 

by information and communication systems. This finding is contrary to the previous  

studies. An efficient and effective information and communication system can  

provide relevant information to stakeholders, improve control, and increase 

organizational effectiveness (Vu & Nga, 2022; Hamdan, 2019; Peterson, 2018). 

However, these results align with research by Otoo et al. (2023), which suggests that 

information and communication do not significantly affect organizational 

effectiveness. Information, especially accounting information, is crucial in agency 

theory for deve-loping a control system to address the separation between owners 

(principals) and managers (agents). Principals need a robust information structure to 

access all information about the agent's actions, and the agent must not provide 

incorrect information to the principal (Ekanayake, 2004; Panda & Leepsa, 2017). 

The research findings suggest that audit bodies can act as internal auditors to 

regularly oversee control over financial reports, thereby enhancing organizational 

effectiveness. It is crucial to periodically evaluate the control system to ensure it 

operates effectively and efficiently to enhance control (Wali & Masmoudi, 2020; 

Mas’deh et al., 2015; Zhou et al., 2016). These findings contradict the results of a 

study conducted by Otoo et al. (2023), which argues that monitoring has no 

significant impact on organizational effectiveness. According to agency theory, the 

internal control system is a tool for achieving performance or profitability goals and 

thus requires regular monitoring. Vigilant monitoring can help reduce agency costs 

due to differences in interests between management and principals (Hunziker, 2013). 

5 Conclusion 

The internal control system has four key elements: control environment, risk 

assessment, control effectiveness, and monitoring. These factors positively impact 

organizational effectiveness at the LPD in Tabanan Regency. The research supports 

agency theory, indicating that a strong control environment, ethical values, risk 

assessment, and regular monitoring lead to effective control and enhanced 

organizational effectiveness while reducing agency costs. 

Internal Control System             113



 

 

The impact of information and communication on organizational effectiveness is 

minor, signifying a low overall contribution. However, information and 

communication systems are crucial in the internal control of owners and managers. 

This helps prevent information asymmetry and conflicts of interest between the two 

parties. 
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