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Abstract 

This paper explores the influence of internal control practices on the financial performance of Small and 

Medium-sized Enterprises (SMEs) in Ghana, with a particular focus on those within the Cape Coast 

metropolis. It specifically examines how control activity, internal audits, risk audits, and control 

environments affect SMEs’ financial performance using a quantitative approach and explanatory research 

design. Agency theory supported the study, and primary data were gathered via structured questionnaires 

from 200 sampled owner-managers of SMEs in Cape Coast. Data processing was then carried out using 

IBM SPSS (v.26) and Smart-PLS3 software and analyzed via PLS-SEM. The findings showed that all 

four internal control practices favourably affected SMEs’ financial performance in Cape Coast. Therefore, 

we conclude that internal audit, risk audit, control activity, and control environment are significant 

predictors of SMEs’ financial performance in the metropolis. It was recommended that policymakers, 

including owner-managers, should continue to implement and strengthen internal control practices to 

expand SMEs’ financial performance. 

 

Keywords: Internal control practices, Control activities, Control environment, Internal audit, Risk audit, 
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1.0 Introduction 

Small and Medium-sized enterprises (SMEs) make up about 95% of companies across the globe are micro, 

small or medium enterprises and that they provide 60 percent of the world’s total employment (World 

Economic Forum, 2024). SMEs are the backbone of economies worldwide and of the world of work 

(International Labour Organisation (ILO), 2023). In developed economies, such as the EU, SMEs make 

up 99.8% of the total enterprises in the bloc, and are responsible for over 100 million jobs (World 

Economic Forum, 2024). In Organisation for Economic Cooperation and Development OECD countries, 

SMEs account for about 99 percent of firms and 70 percent of all jobs, and they contribute more than 50 

percent of GDP in high-income countries worldwide (McKinsey & Company, 2022). Likewise, in 

emerging economies, their contribution to GDP can reach 40 percent (World Bank, 2022). In Ghana, a 

Sub-Saharan African (SSA) country, SMEs play a significant role in the economy, and constitute over 90 

percent of business enterprises in the country. Moreover, SMEs form around 80 percent of the total 

employment in Ghana and accounts for 60% of the country's GDP (Statista, 2023). 
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Despite their relevance to global economies, SMEs have generally been exposed to low sales, slow growth, 

expansion challenges, and failure. According to US Business Statistics Report (2024) one in five (21%) 

of SMEs fail after just one year in business due to poor internal control practices and mechanisms. In 

developing economies such as Africa, SMEs failure rate is high at about 54% with Ghana ranking 3rd 

with 74% failure rate due to employee pilferage, poor monitoring and evaluation and inadequate internal 

checks (Modern Ghana, 2024). Within the Cape Coast metropolis, for instance, SMEs continue to fold-up 

due to poor internal controls, absence of monitoring mechanisms among others. This has led to increased 

unemployment, low standard of living, and inadequate contributions to government revenue. A report by 

the Cape Coast Metropolitan Assembly [CCMA] (2020) revealed that the majority (over 70%) of 

businesses within the metropolis are small- and medium-sized. In view that the agency theory posited that 

principals (i.e., owners of SMEs) need to implement internal control practices (ICPs) to effectively manage 

their agents (i.e., employees, suppliers), thereby achieving expected targets (Sarens, Abdol Mohammadi 

& Lenz, 2012). The agency theory aims to resolve conflicts between the principal and the agent, especially 

when it's difficult to verify the agent's actions. Second, it offers solutions for situations where the principal 

and agent behave differently due to their varying attitudes toward risk (Caselli & Negri, 2018). 

In this regard, the concept of internal control continues to garner the attention of practitioners and 

researchers. Internal control refers to the policies and practices created by management to attain efficient 

operations and protect business assets (COSO, 2009; Dubihlela & Nqala, 2017; Kabuye et al., 2019). 

Internal control comprises a set of procedures, rules, and practices that organizations implement to offer 

directions, improve operational efficiency, and strengthen compliance to policies (Alabdullah, 2021). Vu 

and Nga (2022) stressed that internal controls are carried out by implementing notable practices, such as 

control activities, internal audits, control environments, and risk assessment. 

The control environment encompasses the rules, procedures, and structures used to monitor and regulate 

firms’ environmental activities (COSO, 2009; Kabuye et al., 2019). Control activities also describe 

activities such as authorization, reconciliation, and segregation of duties that help in the proper execution 

of management directives in organizations (Zhou, Chen & Cheng, 2016). Studies have found that internal 

control practices (ICPs) improve firm performance by ensuring proper financial records, financial 

soundness, waste minimization, and resource optimization (Zhou et al., 2016; Lai et al., 2017). They also 

help SMEs quickly adjust to changing situations to achieve set performance targets (Alabdullah, 2021). 

In Ghana, although organizations including SMEs have been found to implement these key practices to 

internally control their operational activities (Agbenyo, Jiang & Cobblah, 2018; Tetteh et al., 2022). 

However, this cannot be said in the case of SMEs within the Cape Coast metropolis? The metropolis is 

among the 23 districts in the central region and one of the least-growing metropolises in Ghana. Although 

studies have linked internal control practices (ICPs) with financial performance (Ibrahim, Diibuzie & 

Abubakari, 2017; Kabuye et al., 2019); less attention has been given to the specific dimensions of ICP, 

such as control activities, internal audits, control environments, and risk assessment in the context of SMEs 

in Ghana, and the Cape Coast Metropolis. In addition, Ghanaian studies investigating SMEs’ financial 

performance have largely focused on financial literacy (Adomako et al., 2016; Agyapong & Attram, 

2019), access to finance (Boateng & Poku, 2019), record-keeping (Adom, Amakye, Doh & Anku, 2014; 

King-Aidoo, 2019) and innovation (Asiedu, 2016; Tetteh & Essegbey, 2014; Oduro, 2019). Given the 

paucity of research on the effect of ICPs on financial performance of SMEs in Ghana. It is against this 

background that the current study sought to investigate the effect of internal control practices on the 

financial performance of SMEs within the Cape Coast metropolis. In addition, the PLS-SEM technique 
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was adopted to address methodological weaknesses in related studies (Ibrahim et al., 2017; Kabuye et al., 

2019) using the linear regression tool. 

1.1 Significance of the Paper 

The research explored ICPs and SMEs’ financial performance and its outcomes can assist policy makers, 

industry players and researchers within the scope of SMEs in Ghana. For instance, the study’s outcome 

provided a valuable framework which can assist policy makers such as the government, its ministries and 

agencies when developing policies aimed at promoting internal controls among SMEs. The study can also 

help industry players such as Ghana Enterprise Agency (GEA), Association of Ghana Industries (AGI), 

among others in appreciating the relevance of ICPs in modern day businesses and thereby fast-track their 

implementation among the SMEs. 

Moreover, the study’s outcome can help management of the SMEs in selecting and investing in relevant 

ICPs in order to improve upon their current internal controls and overall firm performance. More precisely, 

the study reveals the practices with the highest significant effect on their financial performance; thereby, 

providing a guideline to them with respect to which ICP to focus on. Also, the study’s results added to the 

body of knowledge on internal control and financial performance in the context of SMEs in a developing 

economy. This can, therefore, help in bridging current literature gap and also assist potential researchers 

in accessing relevant information and materials to carry out their studies. 

1.2 Structure of the Paper 

The rest of the paper covered the literature review, research methods, results and discussion, and 

conclusions and managerial implications. 

 

2.0 LITERATURE REVIEW 

2.1 Agency Theory 

William Meckling and Michael Jensen developed agency theory in the late 1960s to describe the 

relationship between principals and agents (Meckling & Jensen, 1976). In this arrangement, the principal 

hires an agent to execute work that he or she is unable to do on their own. According to this idea, both the 

agent and principal are motivated by their own interests, which creates a presumption of inevitable 

conflicts. One of the arguments put forward by this theory is that to ensure that agents behave in a way 

that meets the expectations of principals, they (firms) must implement a set of rules and regulations, 

strategies, practices, and systems.  An example of such a practice is the implementation of appropriate 

internal control procedures. Agency costs are reduced by the implemented systems, which ultimately 

allows the principal to lower total expenditures (Kamau, 2016). The theory further proposes that internal 

control procedures essentially integrated into organizational systems, policies, and legislation will prevent 

conflict with or between employees, helping to fulfil set objectives (Morris, 2011). Mrima and Ronald 

(2022) similarly recommend the implementation of internal controls to control or monitor the activities of 

agents to achieve the overall performance of the firm. More precisely, the theory suggests that SMEs, as 

principals, can strengthen their financial performance by implementing internal control practices to 

manage their agents. 

The theory further supports the assertion that SMEs that fail to implement internal controls, such as risk 

audits, internal audits, control environments, and control activities, are likely to reveal financial gaps to 

their agents (i.e., employees), thereby affecting financial performance. This is because poor internal 

controls could allow agents to enrich themselves at the expense of the principal (managers/owner of 

SMEs). Simply put, the theory argues for SME managers/owners within the Cape Coast metropolis to 
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adopt these internal control practices to control their agents’ activities to promote financial performance. 

As a result, the theory unequivocally highlights the critical role that control practices play in reducing 

potential risks in the operational and financial domains to enhance financial performance. 

 

2.2 Empirical Review 

2.2.1 Internal Audit and Financial Performance 

Matthew (2020) discovered a positive correlation between the internal control and financial performance 

at Sassco, with the COSO Principles explaining over 50% of the difference in financial performance. This 

current paper considered how the risk assessment, information systems, and control parts of the COSO 

would have affected things. The author concludes that internal control based on adherence to COSO 

control principles has a favorable effect on the financial performance of Kenyan savings cooperative 

organizations. 

Other studies, including those carried out in Kenyan small- and medium-sized businesses by Roussy, 

Barbe, and Raimbault (2020), indicated a positive correlation between the COSO principles and financial 

success, notably ROI. An internal audit allows the management of businesses to follow disciplined and 

structured protocols to identify corporate priorities, policies, and practices (Ezejiofor & Okolocha, 2020). 

Chen et al. (2020) stressed that internal audits are significant in improving control procedures and systems 

through monitoring and evaluation. It is necessary to attain effective and efficient operations to meet a 

firm’s targets. Prasad et al. (2020) added that internal auditing provides objective, independent, and 

systematic activity designed to create value and enhance business operations. 

Hamour et al. (2021) investigated the moderating role of board independence on COSO components and 

the financial performance of banks in Jordan. The study’s findings revealed that COSO components, 

including internal audits, significantly affect banks’ financial performance, concluding that any variation 

in the financial performance of Jordanian banks is significantly contributed by internal audits. A similar 

outcome was recently reported by Nam et al. (2022), who focused on banks in Vietnam. More precisely, 

the study revealed that internal controls, including internal audits, significantly and positively affect the 

profitability of Vietnamese banks. Therefore, for banks to be able to expand their financial performance 

levels, attention should be given to internal controls, especially the five COSO elements. A similar 

outcome was reported by Ezejiofor et al. (2021). 

Conclusively, from the perspective of the agency theory, internal audit [IA] plays a crucial role in 

enhancing organizations’ financial performance [FP] in many study areas; however, there is limited focus 

on Ghana. Given the inadequacy of the literature within the Ghanaian context, it remains unclear whether 

recommendations in previous studies can be adopted by SMEs in Ghana, especially those within the Cape 

Coast metropolis. In addition, some studies (Kinyua et al., 2015; Ibrahim et al., 2017; Babatope & 

Adewunmi, 2019) relied on a linear regression analytical tool that has been exposed to criticism in recent 

times. In view of this, the present study addresses both methodological and geographical gaps to expand 

the existing literature. Finally, research by Kinyua et al. (2015) and Ibrahim et al. (2017) had no theoretical 

underpinning that raised questions regarding the foundations upon which their studies were developed. 

Based on this review, it was hypothesized that: 

H1: There is a positive and significant relationship between internal audit and financial performance. 

2.2.2 Control Environment and Financial Performance 

The control environment is related to the governance of management with regard to integrity, employee 

morale, ethical standards, philosophy, and supportive attitudes (Zakaria et al., 2016). It also involves 
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managerial competence, leadership style, the philosophy of key stakeholders, and the delegation of 

responsibility and authority (Jovetic et al., 2018).  Mumba and Wekesa (2020) posited that a control 

environment is successful when a firm upholds ethical principles by establishing appropriate evaluation 

standards. They concluded that businesses must continue to invest in finding, developing, and hiring 

qualified individuals to see improvements in their financial performance. 

Additionally, the control environment is viewed as the cornerstone of all internal control elements 

(Hanoon et al. 2021). As a result, the board of directors is in a position to exercise control and supervision 

duties; define lines of authority and responsibility; hire, train, and develop qualified people; and hold them 

responsible for delivering the level of performance required to achieve goals. The financial performance 

of Universal banks in Ghana was found to be directly impacted by the control environment by Otoo et 

al.’s (2021) quantitative analysis. The study's conclusions indicate that Ghanaian Universal banks can 

increase their levels of financial performance as long as they maintain an effective control environment. 

Hamour et al. (2021) strengthened existing studies by revealing that implementing a control environment 

is crucial to improving the financial performance of banks in Jordan. They specifically conclude that these 

banks can never meet their financial performance targets if minimal attention is given to internal controls, 

including the control environment. Alfartoosi et al. (2021) discovered that the control environment, a 

COSO dimension, has a favorable impact on the financial performance of Iraqi banks. They concluded 

that banks' levels of financial performance increased and vice versa as they developed the five COSO 

dimensions, including the control environment. 

Conclusively, from the perspective of the agency theory, control environment is essential for enhancing 

firms' financial performance across a range of research fields, but with limited focus on Ghana. Given the 

inadequacy of the literature within the Ghanaian context, it remains unclear whether recommendations in 

previous studies can be adopted by SMEs in Ghana, especially those within the Cape Coast metropolis. In 

addition, some studies (Mahadeen et al., 2016; Bentley-Goode et al., 2017) have relied on a linear 

regression analytical tool that has been exposed to criticism in recent times. In view of this, the present 

study addresses both methodological and geographical gaps to expand the existing literature. Finally, 

studies by Mahadeen et al. (2016) and Bentley-Goode et al. (2017) had no theoretical underpinning that 

raised questions regarding the foundations upon which their studies were developed. Based on this review, 

it was hypothesized that: 

H2: There is a positive and significant relationship between control environment and financial 

performance. 

2.2.3 Risk Audit and Financial Performance 

Risk audits are a key constituent of ICS because of firms’ exposure to numerous risks, consequently 

affecting their performance levels (Mary et al., 2014). Maduekwe and Kamala (2016) postulated that risk 

audit focuses on identifying and addressing potential business risks. A firm's risk can be proactively 

detected and mitigated using risk analysis techniques. Risk audit is an essential tool for managing risk 

effectively in all organizational settings. To conduct risk audit effectively, a sequence of actions is taken 

to classify all risks into significant components. Risk audit considers the possibility of an incident 

occurring and its associated implications. The goal is to discover appropriate strategies to manage risk 

within the chain rather than producing several papers (Abiodun, 2020). 

Further studies, indicate that the internal audit function can positively impact a firm's financial 

performance (Abdeljawad et al., 2020; Koutoupis et al., 2018). Similarly, there has been a shift in internal 
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audit focus from merely evaluating processes to addressing business risks (risk audit), which has become 

a fundamental aspect of enhancing firm performance (Benli & Celayir, 2014; Amran et al., 2023). 

Al-Maskari et al. (2019) posited that business enterprises that tolerate risks by following established 

frameworks and standards attain positive organizational outcomes, including financial and operational 

performance goals. Similarly, internal controls include risk assessment or audit guarantees that businesses 

follow rigorous guidelines to safeguard them from unwanted legal action and related expenses (Kiyieka 

& Muturi, 2018; Kabuye et al., 2019). 

Drawing from the agency theory and the relationships that been established in empirical studies, risk audit 

plays a critical role in the enhancing the financial performance of a firm. The empirical gaps require a 

study on risk audit and financial performance among SMEs in the developing economy. Based on this 

review, it was hypothesized that: 

H3: There is a positive and significant relationship between risk audit and financial performance. 

2.2.4 Control Activities and Financial Performance 

Moreover, Eniola and Akinselure (2016) asserted that organizations that apply control activities are able 

to develop communication systems that are timely, effective, and relevant and improve communication 

obligations, which could in turn promote financial performance. Similar to Ibrahim et al. (2017), they 

suggested that failing to implement appropriate internal controls, particularly control activities, might open 

businesses to financial mismanagement and misconduct, which would ultimately impact their financial 

stability. Proper internal control implementation, particularly control activities, enhances businesses’ 

financial performance efficacy and budgetary participation of businesses (Rosman et al., 2016; Rapani & 

Malim, 2020; Al-Waeli et al., 2021). 

Tetteh et al. (2020) found a significant relationship between internal control systems and corporate 

success, as shown by total profitability “(control environment, control activity, information, and 

communication).” The five COSO components, including control activities, have a substantial positive 

impact on boosting the FP of Jordanian banks (Hamour et al., 2021). They specifically concluded that 

when Jordanian banks adopt activities to control their business operations, they could lead to significant 

improvements in their financial performance levels. 

Consequently, drawing from the agency theory and numerous studies, control activities, an internal control 

procedure, are essential for enhancing firms' financial performance; however, these studies have failed to 

focus on Ghana, an emerging economy. Given the inadequacy of the literature within the Ghanaian 

context, it remains unclear whether recommendations in previous studies can be adopted by SMEs in 

Ghana, especially those within the Cape Coast metropolis. In addition, some studies (Rosman et al., 2016; 

Ibrahim et al., 2017) have relied on a linear regression analytical tool that has been exposed to criticism 

in recent times. In view of this, the present study addresses both methodological and geographical gaps to 

expand the existing literature. Finally, some studies (Eniola & Akinselure, 2016; Kabuye et al., 2019) have 

no theoretical underpinning that raises questions with respect to the foundations upon which their studies 

were developed. Based on this review, it was hypothesized that: 

H4: There is a positive and significant relationship between control activities and financial performance. 

 

2.3 Conceptual Framework 

A conceptual framework was included in this current paper to help explain and connect the concepts 

discussed. This framework presents a pictorial view of the ideas developed in this current paper. As shown 

in Figure 1, the framework was built around two key variables: the dependent variable (financial 
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performance) and the independent variable (internal control practices).  From Figure 1, financial 

performance is measured in terms of sales margin, return on investment, operating costs, profit margin, 

and total assets. Internal control practices, on the other hand, include internal audit, risk audit, control 

activities, and a control environment. Four arrows can be seen moving from the independent variables to 

the dependent variable, implying that a direct relationship exists between these variables. 

 

3.0 RESEARCH METHODS 

The study followed the post positivism. The approach was quantitative and the research design was the 

explanatory design in explaining the causal linkages between ICPs and FP (Creswell & Creswell, 2017; 

Bloomfield & Fisher, 2019). The research was conducted on SMEs within the Cape Coast Metropolis 

(CCM). It specifically targeted registered SMEs owner–managers in the city of Cape Coast. The Ghana 

Enterprise Agency [GEA] 2020 database revealed that SMEs in Ghana, including those within the CCM, 

account for over 90% of all businesses and contribute immensely to economic development, resource 

allocation, innovation, and poverty reduction. Ghana Enterprise Agency (GEA) (2020) database indicated 

that there are 250 registered SMEs in the city. Therefore, 250 owner-managers of registered SMEs in 

Ghanaian City of Cape Coast made up the study's target group.  This present paper used the sampling 

determination table developed by Krejcie and Morgan (1970) to select 150 owners/managers from a vast 

population of 250. Of the 250 population members, 150 responders were chosen using a straightforward 

random sample probability strategy via the lottery method. Using the lottery method, representatives of 

the registered SMEs were assigned numbers on different slips, folded, and mixed in a box. In addition, 

shuffling was performed and slips were removed until the sample size was obtained.  A structured 

questionnaire, with a five-point Likert-like scale (1 being least agreement and 5 being the greatest 

agreement) was used to gather primary data from the 150 sampled respondents. The questionnaire was 

designed with 32 measurement scales in three (3) distinct sections (see appendix). The current paper’s 

validity was attained through peer review, expert evaluation, literature review, and pretesting. 

Additionally, reliability assesses the reliability and repeatability of the study tool is (Saunders et al., 2009). 

Pre-testing was performed on 35 selected SMEs in Kasoa City to gauge reliability. Following the workout, 

the data were processed using the SPSS software and analysed using the scale function reliability test. The 

result was assessed with the rule that each construct’s Cronbach’s alpha (α) values should be 0.70 or above 

to achieve reliability (Saunders et al., 2009; Best & Kahn, 2016). From Table 1, all constructs met the 

reliability criteria (i.e., α ≥ 0.70) to indicate the reliability of the instrument (see Table 1). 

The data were processed using IBM SPSS version 26 and SmartPLS3. The analytical tool was the Partial 

Least Square Structural Equation Modelling (PLS-SEM). PLS-SEM can manage missing data and 

normality violations without requiring any significant assumptions about the distributional properties of 

the raw data (Hair et al., 2017). In addition, PLS-SEM analyses causal relationships between and among 

variables and produces superior results compared to the linear regression analytical tool (Wong, 2019; 

Hair et al., 2021). Prior to applying the PLS-SEM to assess the study's hypotheses, fundamental 

presumptions like “item loadings, multicollinearity, reliability (indicator and construct), validity 

(discriminant and convergent) and outer model significance (i.e., predictive accuracy, effect size, 

coefficient of determination, etc)” were also assessed and discussed (Hair et al., 2021). The hypotheses 

were then tested using 5000 bootstraps and the output was presented in both figures and tables and 

discussed extensively. Ethical clearance and approval were sought from the University of Cape Coast 

Institutional Review Board. Informed consent form together with the questionnaire was sent to each 
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respondent. Only respondents who consented by signing the informed consent responded to the 

questionnaire. 

The research method diagram can bee seen in the appendix. 

 

4.0 RESULTS AND DISCUSSION 

4.1 Respondents’ Socio-Demographic Features 

After distributing 150 questionnaires to the owners/managers of SMEs within the Cape Coast metropolis, 

the researcher obtained a valid data set of 137, which was used for the actual analysis. This is because 137 

valid responses produced a valid response rate of 91.3% (i.e., > 50). The results for demographic features 

are presented in the Appendix (see Table 2). 

 

4.2 Model Assessment 

Prior to the actual hypotheses testing, the PLS-SEM qualities were initially assessed using item loadings, 

reliability (indicator [IR], construct [CR]), validity (convergent [CV], discriminant [DV]), and 

multicollinearity. The model was initially evaluated to understand the structural model results (Hair et al., 

2017). Assessments were also conducted to ensure that the model is valid and reliable; hence, its findings 

could be relied upon to make valid conclusions and policy recommendations. 

4.2.1 Item Loadings (Structural and Measurement) 

This section first presents all constructs and their item loadings based on the four exogenous variables 

comprising internal audit, control activities, control environment, risk audit, and one endogenous variable 

known as financial performance. Each exogenous construct had five indicators, while the endogenous 

construct had seven items that were assessed based on the loadings. Figure 2, for instance, presents the 

initial model with all constructs and associated item loadings prior to the assessment. 

From Figure 2, the construct indicators are presented by acronyms; for instance, control activities (CA) 

had CA1 CA2, CA3, CA4, and CA5; control environment (CE) comprised CE1, CE2, CE3, CE4, and 

CE5; risk audit (RA) had RA1, RA2, RA3, RA4, RA5; internal audit (IA) also had IA1, IA2, IA3, IA4, 

and IA5; and financial performance (FP) comprised FP1, FP2, FP3, FP4, FP5, FP6, FP7. These items were 

assessed to check whether they truly measured their designated constructs within the study area. Item 

loadings are generally assessed to ensure that the items adapted from previous studies are valid and 

replicable within a given study’s context (Memon et al., 2021). The rule for assessing the items suggests 

that each loading should be >0.70 (Hair et al., 2017, 2021). 

Items with poor loadings (i.e., <0.70) should be removed from the model; however, those that fall between 

0.60 and 0.69 could be maintained if they play crucial roles in the study’s analysis (Hair et al., 2019). 

Based on this rule, the researcher assessed the first model, and items below the required threshold of 0.70 

were duly removed to create the final model. Sarstedt et al. (2021) revealed that items below 0.70 are 

inferior measures of their assigned constructs; hence, they must be removed. Based on this assertion, all 

inferior items were removed from the model; the final model is presented in Figure 3. 

In terms of RA, items such as RA1 and RA2 were removed, IA had IA1 and IA4 removed, CA had CA4 

and CA5 removed, CE also had CE1 and CE4 removed, and FP had FP3, FP4, and FP5 removed. This 

was done to improve the quality of the model and ensure valid findings. This suggests that the hypotheses 

were tested on the basis of the final model structure. 

4.2.2 Assessment of Measurement Model 

After assessing the item loadings, the model’s quality in terms of reliability (IR and CR), validity (CV and  
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DV), and multicollinearity (i.e., inner VIF values) were assessed (see Table 3). 

4.2.3 Reliability Assessment 

This section discusses the model indicator (IR) and construct (CR) reliability scores, as presented in Table 

3. To determine the extent to which an indicator's fluctuation is explained by its latent variable, the IR was 

evaluated (Hair et al., 2017). Wong (2019) also revealed that IR is a vital tool for evaluating the 

unidimensionality of scale items to ensure their reliability. Hair et al. (2019, 2021) revealed that both 

Cronbach’s alpha (CA) and rho_A can be used to assess IR; however, rho_A provides a more reliable 

outcome. Hence, IR was assessed using rho_A, with the rule that the values for each construct should be 

> 0.70. As shown in Table 3, all constructs’ rho-A scores were > 0.7(i.e., 0.70 0.833). 

Additionally, construct reliability (CR) was evaluated, because it explains how well a certain variable is 

measured by combining various indicators. A construct's indicators must have high correlations with one 

another to achieve CR (Hair et al., 2019). The rule proposes that a construct’s CR value should be >0.70 

(Hair et al, 2017. 2019; Wong, 2019). From Table 3, all the constructs had CR values > 0.7 (i.e., 0.843-

0.885), imply that each construct’s assigned indicators had strong correlations among them, hence leading 

to CR. 

4.2.4 Validity Assessment 

In terms of the validity of the model, two issues were discussed: (i) construct or convergent validity (CV), 

and discriminant validity. For instance, CV was assessed using the model’s average variance extracted 

(AVE) values (Hair et al., 2017; Sarstedt et al., 2021). The AVEs demonstrate how well a construct 

captures the variance of an indicator in terms of the total variance and measurement error that results (Hair 

et al., 2021). The study complied with the rule that all AVE values should be > 0.50 for CV to occur. As 

shown in Table 3, all AVEs were > 0.50 (i.e., 0.643-0.720); with the lowest value of 0.643 (CA) and the 

highest value of 0.720 (IA). Hence, the validity of the model was convergent, and thus it met the validity 

criteria. 

Discriminant validity (DV) is generally assessed to check for possible collinearity issues in a model (Hair 

et al., 2017). Hair et al. (2017) proposed that DVs that are discriminantly valid lack significant levels of 

collinearity. DV is assessed using any of the three approaches: Fornell and Larcker (1981), cross-loadings, 

and the heterotrait-monotrait (HTMT) ratio. In relation to this current paper, the HTMT ratio approach 

was adopted because it shows superior output given its strength in easily detecting the absence of 

discriminant validity in basic research. Table 4 showed the model’s HTMT ratios. 

The rule of thumb for assessing the HTMT ratio is the correlation values among the constructs should be 

< 0.90 (Wetzels, Odekerken-Schroder & Vab Oppen, 2009). Simply put, DV is achieved if the HTMT 

values are < 0.90. Deductively, all constructs’ HTMT values were < 0.90, with the highest value of 0.824 

in the link between FP and CA. The results indicated that the constructs were clearly different from each 

other. 

4.2.5 Multicollinearity 

Table 3reported the inner VIF scores to specifically help in testing for possible multicollinearity. Hair et 

al. (2017) revealed that multicollinearity is evaluated to check whether the path coefficients are bias free. 

It ensures that the significant levels of possible collinearity among the exogenous variables are minimised 

drastically. The rule proposes that all VIF values should be < 10 (Pallant & Manuel, 2007); hence, 

multicollinearity exists when the VIF scores > 10 and this could affect the quality of the PLS-SEM. 

Deductively, all the VIFs were well below 10 suggesting absence of multicollinearity. More precisely, the 
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VIFs ranged between 1.783 (IA) and 2.235 (CE) to show absence of multicollinearity among the 

constructs. 

4.2.6 Explanation of Target Endogenous Variable Variance 

The study further possible variances in the model’s endogenous variables by assessing the following: 

“predictive accuracy using coefficient of determination (R2), adjusted R2 scores, predictive relevance (Q2) 

using Stone-Giesser’s test, and effect sizes (f2)” (see Table 5). 

4.2.7 Predictive Accuracy 

The predictive accuracy of the model was assessed using the coefficient of determination (R2) and the 

adjusted R2 values. R2, for instance, represents the collective contributions of the exogenous constructs 

(CA, CE, IA, RA) to the endogenous construct (FP). Simply put, R2 suggests a change in FP that is linearly 

accounted for by the combination of the four internal control practices. Henseler et al. (2009) suggested 

that R2 values < 0.29, 0.29 - 0.67 and > 0.67 signify weak, moderate, and strong contributions of the 

exogenous constructs to the endogenous construct. 

From Table 5, the R2 value was 0.674, indicating that combining the four ICPs linearly accounted for 

approximately 67.4 percent of any change in SMEs’ financial performance. Simply put, adopting the four 

key ICPs (CE, CA, IA, RA) would moderately (67.4%) contribute to any change in the FP of SMEs within 

the Cape Coast metropolis. Table 5 also reveals an adjusted R2 of 0.664, indicating that any adjustments 

in the combined ICPs would account for about 66.4% of any variation in FP; hence, implementing ICPs 

is key to improving the overall financial performance of the SMEs under study by 66 percent, even when 

adjusted. 

4.2.8 Effect Size (f2) 

Table 5 also reports f2 of each independent construct by adopting Cohen’s (1988) impact criterion. Cohen 

(1988) suggested that values of 0.02 (small), 0.15 (medium) and 0.35 (large) f2s respectively. Based on 

Cohen’s criteria, all exogenous constructs had small f2s; however, IA had the highest f2 value of 0.116, 

followed by CA (0.113), CE (0.074), and RA (0.065) (see Table 5). This result indicates that when SMEs 

in Cape Coast implement all four ICPs, internal audits would have the most effect, while risk audits or 

assessments would have the lowest f2. 

4.2.9 Predictive Relevance (Q2) 

The model’s predictive relevance based on the Stone-Geisser’s (Q2) test was assessed. Roldán and 

Sanchez-Franco (2012) revealed that Q2 is analyzed by removing a portion of the data matrix, analyzing 

the remaining model, and predicting the removed part based on the estimations. Henseler et al. (2009) 

suggested that Q2is achieved if its value is greater than zero for the assigned construct. The rule suggests 

that 0.02 ≤ Q2 < 0.15 (weak), 0.15 ≤ Q2 < 0.35 (moderate) and Q2 > 0.35 (strong) Q2. From the model, all 

Q2 values were > 0 and > 0.35, indicating strong predictive relevance. Thus, all the exogenous constructs 

strongly predicted any change in the endogenous variable. 

4.2.10 Significance of Path Coefficients 

After meeting the quality assessment of the model, the study reported the hypothesis results. Four 

hypotheses were developed, and this section presents the outcomes using 5000 bootstraps as proposed by 

previous scholars (Hair et al., 2017, 2021; Wong, 2019; Memon et al., 2021). The hypotheses were tested 

to determine whether significant effects existed among causal relationships. In addition, the strengths (i.e., 

weak, moderate, and strong) and directions (positive or negative) of each relationship are discussed in this 

section. Table 6 contains five columns representing the structural path, path coefficients (β), t-statistics, 

p-values, and decision rules for each hypothesis. 
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The hypotheses were specifically assessed based on the model’s t-statistics, with the rule that the values 

should be > 1.96 (p<0.05) (Hair et al., 2019, 2021; Memon et al., 2021). This rule means that the 

directional hypothesis is significant and supported if its t-statistic is > 1.96. This implies that the causal 

links between exogenous and endogenous constructs are statistically significant. We report and discuss 

the results of the hypotheses in the following sections. The rule for assessing β values was < 0.35 (weak), 

0.35-0.65 (moderate) and >0.65 (strong). 

 

5.0 Discussion 

5.1 Internal Audit on Financial Performance 

The study’s first hypothesis (H1) was that internal audit (IA) has a significant positive effect on SMEs’ 

financial performance (FP) on Cape Coast. The following results were obtained after analyzing the data: 

t-stat=3.228 (>1.96), p-value=0.001, and β=0.260. Given the t-statistic, the hypothesis was supported, 

indicating that IA has a significant effect on FP. The β value also indicates that IA had a positive but weak 

effect on FP. This result specifically means that any unit increment in IA would lead to a significant and 

positive unit increment in FP by 26 percent. This result implies that SMEs ensuring that their activities are 

properly audited internally could lead to improved financial performance. As such, SMEs that regularly 

conduct internal audit exercises to identify possible weaknesses and take required actions play significant 

roles in improving their financial performance levels. 

The study’s findings were supported by Babatope and Adewunmi (2019), who revealed that an internal 

audit is a key dimension of control systems to ensure better financial performance. They concluded that 

an internal audit is an independent activity that emphasizes regular monitoring and evaluation to ensure 

that any financial performance constraints are easily identified and addressed. Vento et al. (2020) also 

reveal that internal audits play a key role in improving firms’ financial performance by ensuring proper 

governance practices and risk control. Similarly, Ezejiofor and Okolocha (2020) concluded that internal 

audits allow businesses to follow structured and disciplined mechanisms to develop stronger financial and 

overall corporate performance. 

5.2 Control Environment on Financial Performance 

The second research hypothesis was also tested, and its output is reported in Table 6. The model’s t-stat 

was 3.001 (p-value=0.003) to signify ‘support.’ This result means that the control environment (CE) has 

a significant effect on SME’s financial performance (FP). The β value of 0.233 indicates that CE has a 

positive but weak effect on FP; hence, any change in CE would result in a significant, positive, but weak 

change in FP of the SMEs in Cape Coast by 23.3 percent. As such, SMEs would experience improved 

financial performance when they are committed to carrying out set operations, ensuring that employees 

act at high integrity levels, and taking the required steps to solve or correct problems. Although the study 

reported a weak effect, it suggests that when SMEs carry out their activities based on set policies and 

structures, their financial performance levels would improve significantly. 

The study’s findings were supported by agency theory, which suggests that SMEs that conduct their 

business activities based on set structures, policies, and practices can attain positive outcomes, including 

financial performance. This is because a proper control environment ensures that both management and 

owners and employees of SMEs act ethically and take proper measures to solve problems that could 

consequently lead to improved financial performance. The theory’s assertion is supported by Dharmadasa 

et al. (2014), Zakaria et al. (2016), and Bentley-Goode et al. (2017), who reveal that the control 

environment is key to improving firms’ internal control systems that invariably promote financial 
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performance. Mahadeen et al. (2016) concluded that a regular review of set policies or strategies helps 

address firms’ constraints in promoting financial performance. 

5.3 Risk Audit on Financial Performance 

The final hypothesis that, “risk audit has a significant positive effect on financial performance” was also 

tested and found a t-stat of 2.406, p=0.016, and β=0.214. The results revealed that the hypothesis was 

supported, suggesting that risk audits play a significant, positive, but weak role in promoting financial 

performance. The implication is that when SMEs in Cape Coast regularly assess or audit possible risks, 

this could lead to improved financial performance. This is because risk is an indispensable occurrence in 

any business; hence, when SMEs constantly assess it, their performance levels would improve. With risk 

analysis, SME owners/managers act proactively to identify and address possible risks, including 

operational, managerial, and financial risks, to minimize their likelihood, impact, or severity of 

occurrence, thereby improving their financial and overall firm performance in Cape Coast. 

The study’s result is supported by Mary et al. (2014), who revealed that when firms establish proper 

measures to constantly identify and assess risks, it could lead to better firm performance. Njeri (2014) also 

revealed that risk audits focus on assessing the likelihood and severity of risk occurrence to promote 

positive outcomes. Risk, in most instances, could be devastating if firms fail to proactively detect and 

address it prior to its occurrence. Hence, ensuring a proper risk audit is crucial for expanding the financial 

performance of firms, including SMEs (Wanjara, 2014). Kiyieka and Muturi (2018) concluded that 

internal controls, including risk audits, ensure that firms follow strict policies or rules to quickly detect 

possible risk to minimize financial malpractices, theft, fraud, and so on to improve financial performance. 

Deductively, all the hypotheses were supported to indicate the positive and significant effects of internal 

control practices such as risk audits, control environments, control activities, and internal audits on the 

financial performance of SMEs in Cape Coast. Based on the model’s t-statistics, control activities (CA) 

had the highest significant effect, followed by internal audit (IA), control environment (CE) and risk audit 

(RA) respectively. The results revealed that, although all the ICPs had weak significant effects on the FP 

of SMEs, CA had better effects than IA, CE, and RA. Hence, SMEs on Cape Coast can attain a higher FP 

when more attention is given to CA rather than the others. 

5.4 Control Activities on Financial Performance 

Additionally, control actions (CA) have a significant impact on the financial performance (FP) of SMEs. 

The t-stat in Table 6 is 3.417 (p 0.05), indicating that the hypothesis is "supported." This finding indicates 

that CA significantly influences the financial performance of SMEs on Cape Coast. The model's result of 

0.274 showed that CA had a favorable but marginally significant impact on FP. According to this finding, 

CA is responsible for approximately 27.4% of any change in FP; as a result, FP changes considerably for 

every unit change in CA. Control activities ensure that SMEs take the required actions to address possible 

operational challenges, establish proper control measures, spend limited funds and other resources 

judiciously and regularly review existing policies and procedures and by so doing, thereby improving their 

financial performance levels. 

Existing studies support this finding, indicating that control activities play a significant role in expanding 

firms’ financial performance (Amudo & Inanga, 2009; Nyakundi et al., 2014; Rosman et al., 2016). For 

instance, Rosman et al. (2016) revealed that control activities, as part of internal controls, ensure proper 

budgetary allocation to attain better financial performance. Eniola and Akinselure (2016) also indicated 

that control activities that emphasize the implementation of proper systems to monitor how management 

directives or policies are complied with play a significant role in improving financial performance. Agency 
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theory asserts that when firms introduce proper control activities to detect and avoid financial 

mismanagement by employees, this could lead to improved financial performance. 

 

6.0 CONCLUSIONS AND IMPLICATIONS 

6.1 Conclusions 

According to the study, internal audits play a small but substantial role in the financial success of SMEs 

on Cape Coast. In general, this result is supported by agency theory and previous research. This led to the 

conclusion that internal audit is a crucial marker of the financial success of SMEs in the Cape Coast in 

Ghana's Central region. 

Additionally, the study found that the financial performance of SMEs is significantly improved, but only 

slightly, by control action. Agency theory contends that organizations that use control activities ensure 

that corrective actions are taken to solve operational and financial challenges, which ultimately leads to 

improved financial performance. In conclusion, the more control actions SMEs employ as part of their 

internal controls, the better their financial performance. 

Regarding objective three, the research found that the control environment has a favorable but substantial 

impact on the financial performance of SMEs on Cape Coast. The findings were broadly supported by 

prior research and agency theory, which led to the conclusion that a controlled environment is crucial for 

enhancing the financial performance of SMEs in Cape Coast, Ghana. 

Finally, the study discovered that risk audits have a considerable impact on SMEs' financial performance. 

This effect was also found to be helpful but not very powerful. The study's findings were supported by 

pertinent literature that demonstrated how crucial risk audits are for firms to identify, evaluate, and reduce 

risk occurrence to achieve successful outcomes. As a result, the researcher concluded that a risk audit is a 

critical component of internal control that supports SMEs' financial performance. 

6.2 Managerial Implications 

The study recommended that policymakers, including the government and agencies like the Ghana 

Enterprise Agency (GEA), should revise and/or develop comprehensive frameworks to ensure proper 

internal audit within the scope of SMEs in Ghana, especially Cape Coast. These policies should be 

properly enforced to ensure owner-managers’ compliance to help them promote their financial 

performance levels. Owner managers, on the other hand, should adopt appropriate measures or procedures 

to properly audit their activities to attain better financial performance. For instance, owner-managers 

should ensure that their businesses’ financial accounts and other operational activities are well monitored 

and assessed. 

The study also suggested that owner-managers of SMEs in Cape Coast and other regions in Ghana should 

emphasize control activities to expand their financial performance levels. For instance, owner-managers 

should ensure that proper corrective actions are undertaken to address possible operational issues. They 

also need to institute proper control procedures and measures to ensure that funds are well spent and assets 

are properly protected. Owner-managers should ensure that existing policies, strategies, and business 

guidelines are regularly reviewed to meet current trends to safeguard business operations and associated 

overall SMEs’ financial performance. 

The study's findings support agency theory by demonstrating that internal audits, control actions, a strong 

control environment, and risk audits play crucial roles in improving the financial performance of SMEs in 

Cape Coast, Ghana. Internal audits and control actions act as monitoring mechanisms that ensure 

managers' actions align with the owners' interests, while a controlled environment reduces the risk of 
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opportunistic behaviour. Risk audits help manage differences in risk preferences between principals and 

agents by identifying and mitigating risks. Together, these elements contribute to better financial outcomes 

for SMEs, aligning with the core principles of agency theory. 
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