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ABSTRACT

The function of management accounting systems (MAS) in an organization has
evolved from the traditional cost determination and financial control role to a more
sophisticated role of value creation through the effective use of resources. Financial
institutions are experiencing rapid transformation due to financial liberalization, rapid
advancement in technology, intense market competition, and the emergence of
increasingly innovative products and distribution channels. To remain competitive,
they need sophisticated MAS information for informed decision making and to create
value for the long term success and survival of the organization. Due to the lack of
management accounting research for financial services, this study investigates the
factors influencing MAS sophistication among financial institutions in Malaysia and
examines whether it leads to enhanced organizational performance. Sophistication of
MAS is viewed in a broader aspect by focusing on the four dimensions of MAS
information — scope, timeliness, integration and aggregation. In addition, since
financial institutions are essentially in the business of managing risks, this study also
explores the relationship between enterprise risk management (ERM) and MAS. In
ERM, performance management, which is the most important role of MAS, is
integrated with risk management. With the existence of a dual banking system in
Malaysia, it is also important to explore the difference between MAS of Islamic
Financial Institutions (IFIs) and that of conventional financial institutions. Based on
the contingency theory framework, this study adopts an explanatory sequential mixed
method approach that was conducted in two stages. In the first stage a survey was
conducted on the banking and insurance companies listed on the Central Bank of
Malaysia website, with the chief financial officers (CFO) as the respondents. In the
second stage, post-survey semi-structured interviews were conducted with selected
respondents. Based on multiple regression analysis, the results indicate that perceived
intensity of market competition and technological advancement influence MAS
sophistication. The results provide support of a direct relationship between MAS and
organizational performance and show some support for the mediating role of MAS
between contextual variables and performance. The post-survey interviews further
support the results. The findings from the survey and the post-survey interviews also
show that MAS and risk management complement each other. However, there was
not enough evidence to support the role of risk management in enhancing the
relationship between MAS and organizational performance. The post-survey
interviews provide some insights into this issue. The findings further show that IFIs
use more sophisticated MAS than conventional financial institutions. Overall, this
study demonstrates the importance of MAS sophistication for coping with the
intensity of market competition and of rapid technological advancement in financial
institutions to achieve better performance. In addition, the study also provides
evidence of the importance of MAS and risk management as integral management
tools for corporate performance management. Finally, as IFls have to adhere to the
Shari‘ah compliance framework they require more sophisticated MAS to manage their
organizations effectively. The findings contribute to financial institutions and
regulators as well as towards testing a comprehensive contingency model that includes
multiple contingent factors, multiple elements of accounting systems, and multiple
outcome variables.
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CHAPTER 1

INTRODUCTION

11 BACKGROUND OF THE RESEARCH

Management Accounting Systems (MAS) refers to the systematic use of management
accounting to achieve organizational goals. The International Federation of
Accountants (IFAC, 1998) defines management accounting as the process of
identification, measurement, accumulation, analysis, preparation, interpretation, and
communication of information (financial and operational) used for the planning,
control and effective use of resources by management. Thus, management accounting
becomes an integral part of the management process in an organization providing
information essential for (i) controlling the current activities of an organization; (ii)
planning its future strategies, tactics and operations; (iii) optimizing the use of its
resources; (iv) measuring and evaluating performance; (v) reducing subjectivity in the
decision making process; and (vi) improving internal and external communication
(IFAC, 1998). The MAS of an organization is expected to be available to managers in
an appropriate format and on demand to satisfy the information needs of managers
(Govindarajan, 1984; Mia and Chenhall, 1994).

MAS are actually part of management control systems (MCS) and are
considered as an organizational control sub-system device (Otley, 1980; Gul and Chia,
1994; Chong, 1996; Chenhall, 2003). Chia (1995, p. 812) defined MAS as “an
organizational control mechanism which facilitates control by reporting and creating
visibility in the action and performance of its members”. Thus, well designed and

appropriate MAS assist managers to be more effective in decision-making, thereby



helping organizations improve their efficiency and remain competitive in an ever
challenging environment.

Over the years, the focus of management accounting has shifted from its
simple role of cost determination and financial control to the focus of value creation
through the effective use of resources (Abdel-Kader and Luther, 2008; Suzana et al.,
2005). According to IFAC’s (1998) framework, the evolution of management
accounting can be categorized into four identifiable stages. In Stage 1, that is prior to
1950, most companies focused on cost determination and financial control. The main
sources of data were financial statements consisting of Income Statements, Balance
Sheets and Cash Flow Statements. The use of ratio analysis, financial statement
analysis and budgeting became widespread with management accounting information
becoming defined in quantitative and financial terms. There was greater attention to
internal matters, especially production capacity (Abdel-Kader and Luther, 2008).

In the second stage of evolution, 1950-1965, the emphasis shifted to the
provision of information for management planning and control. During this stage
accounting and management accounting techniques that support decision analysis
were introduced. These included marginal costing, standard costing, Cost-Volume-
Profit (CVP) analysis, Break-Even Analysis and transfer pricing. However, “the
management controls were oriented towards manufacturing and internal
administration rather than strategic and environmental considerations” (Abdel-Kader
and Luther, 2008: 4). Consequently, the practice of management accounting was still
centred on the manufacturing sector with control activities that were more reactive
rather than proactive. The emphasis was still very much on the narrow scope of

management accounting information.



The world recession in the 1970s, followed by increased global competition
and the rapid development of technology in the early 1980s, shifted the focus of
management accounting to reducing resources wasted in business processes (Abdel-
Kader and Luther, 2008). This represents the third stage of the management
accounting evolution — 1965 to 1986 — with the emphasis on the use of process
analysis and cost management technologies. The aim was to eliminate non-value
added activities with techniques such as Activity-Based Costing (ABC), Total Quality
Management (TQM), Management Resource Planning (MRP) and multiple
regressions. This was the beginning of the use of sophisticated management
accounting information for decision making, planning and control. Besides focusing
on internal matters, external factors such as a change in the environment and
customers preferences were given priority. Probability analysis was administered for
performance evaluation and the development of computers helped information to be
more effectively managed than before.

The shift of focus from waste reduction to value creation, through the effective
use of resources and technologies, typified Stage 4 (1985 to 1995) of the management
accounting evolution. During this stage, it became important to identify the drivers of
customer value, shareholder value and organizational innovation. Contemporary
management accounting techniques such as Just-In-Time (JIT), Target Costing,
Balance Scorecard (BSC) and Strategic Management Accounting (SMA) gained
dominance during this period. These management accounting tools and techniques
are capable of considering a broad spectrum of information. The BSC for example
considers financial and non-financial information while the SMA is externally
focused. With the advancement in IT, management accounting information can be

highly integrated with many functions in the organization and provision of



information can be made in a timely manner. Hence, the sophistication of
management accounting information is essential for value creation and for the long
term success and survival of an organization (IFAC, 1998).

Although the manufacturing sector has not diminished in terms of its
contribution to the economy, advanced economies have become increasingly
dependent upon their service sectors since World War Il (Lowry, 1990). In fact, the
service industry is now the main contributor towards the GDP of most countries. As
part of the service sector, financial institutions act as intermediaries between the
surplus and deficit units in the economy. This intermediary role is crucial for efficient
allocation of resources in the modern economy (Sinkey, 2002; El-Hawary et al.,
2007). A collapse of the financial institutions would affect the stability of the whole
economy, and hence, it is crucial to maintain the soundness and the stability of the
financial institutions in this increasingly competitive and fast changing environment.

Financial liberalization and technological revolution intensify competitive
pressures among financial institutions. By liberalization governments provide a more
conducive business environment through which the safety and soundness of the sector
can be maintained, while financial institutions are given the flexibility to develop their
own strategies to remain competitive.  Financial institutions were forced by
globalisation to become stronger in order to compete better internationally. To remain
competitive some financial institutions started to consolidate as mergers appeared to
be the best vehicle to realize operating cost efficiencies and profitability gains
(Lissette, 1997).

At the same time advances in technology allowed financial institutions to
develop new and efficient delivery and processing channels as well as allowing them

to be more innovative in delivering new products and services. The complexity of the



financial services business also increased due to the emergence of these increasingly
innovative products and distribution channels. This highly competitive environment
compels financial institution managers to meet their customers and stakeholders’
expectations much more closely to ensure the survival and success of the business.
Within this uncertain environment managers need more information for decision
making.  An appropriate information system can help managers satisfy the
expectations of their customers and stakeholders and thus achieve organizational goals
(Damonte et al., 1997).

Therefore, in line with the focus on the effective use of resources and
technologies for value creation, management accounting systems (MAS) need to be
designed to provide sophisticated information for decision-making, improvement, and
control in organizations (Atkinson et al., 2001). As part of the management processes
the management accounting function should be able to provide this sophisticated
information, covering a broad spectrum of information, in an integrated, aggregated
and timely manner for organizational success and survival.

Also, as financial institutions are essentially in the risk management business
they are currently integrating business line performance management with risk
management, thereby implementing an essential part of Enterprise Risk Management
(ERM) (Bowling and Rieger, 2005; Bowling et al., 2003). The interest in the
implementation of ERM among financial services firms has grown steadily as it gives
a competitive advantage while facilitating compliance with regulations. Under
traditional risk management individual risk categories are separately managed in each
risk category, whereas with ERM, firms manage a wide array of risks in an integrated,

holistic fashion (Liebenberg and Hoyt, 2003).



