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ABSTRACT

In recent years, corruption cases at the village level have been in the public spotlight. This was evi-
denced through around 154 corruption cases at the village level involving 112 village heads, 32 vil-
lage officials and 3 village heads. This corruption case resulted in the state experiencing a loss of
47.56 billion rupiah during 2015-2017. This case is carried out through various modes such as the
practice of budget abuse, fictitious reports, fictitious activities/projects, and budget bubbles. These
various modes occur because the internal control system is ineffective, so it provides an opportunity
for actors to act opportunistically. The goal is to maximize his personal interests as agents rather
than the interests of the community as principals. This opportunistic behavior is caused by the ex-
istence of information asymmetry. Information asymmetry creates conditions for obtaining infor-
mation that is not aligned between the village head as an agent and the community as the principal,
so that the emergence of adverse selection. This study aims to examine the effect of the internal con-
trol system on fraudulent use of village funds in agency conflict conditions through adverse selec-
tion. This study used the laboratory experiment method with the subject being Accounting Student
at Pattimura University Ambon. The data analysis technique uses Two-Way ANOVA with a 2x2 fac-
torial experimental design. The results of the study show that (1) adverse selection conditions affect
the relationship between the internal control system and fraudulent use of village funds, (2) the in-
ternal control system that does not effectively affect fraudulent use of village funds under adverse
selection is compared to no adverse selection (3 ) adverse selection conditions do not affect fraudu-
lent use of village funds when the internal control system is effective, and (4) in the absence of ad-
verse selection, an effective internal control system will reduce fraudulent use of village funds com-
pared to ineffective internal control systems.
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INTRODUCTION

One of the Indonesian government programs
is to develop Indonesia from the periphery
by strengthening regions and villages within
the framework of a unitary state. To achieve
this goal, the government needs a budget
allocation of village funds. Village Funds is
one form of implementation of Law Number
6 of 2014. Specifically, the legislation
governing village funds is Government
Regulation Number 8 of 2016 concerning the
Second Amendment to Government Regula-
tion Number 60 of 2014. Subsequently, the
technical regulations for village funds are
Minister of Finance Regulation Number 257/
PMK.07 /2015 concerning Procedures for
Delays and/or Deductions of Balancing
Funds for regions that do not meet Village
Fund Allocation, Minister of Finance Regula-
tion Number 49/PMK.07/2016 concerning
Procedures for Allocation, Distribution, Use,
Monitoring and Evaluation of Village Funds,
as well as Minister of Finance Regulation
Number 50/PMK.07/2017  concerning
Management of Transfers to Regions and
Village Funds as amended by PMK Number
112/PMK.07/2017. The two biggest sources
of village income are the State Budget
through the Village Fund and the Regional
Expenditure Budget through the Village
Funds Allocation. Table 1 is showing the
budget allocation for village funds during
2015-2017.

Table 1. Village Fund Budget Allocation

the village funds budget. According to the
Corruption Eradication Commission (KPK),
there are five potential corruption-prone
processes, namely (1) the planning process
(the existence of elite capture); (2) the imple-
mentation process (the potential for
nepotism and non-transparency); (3) the
process of procurement of goods and
services the context of distribution and
management of village funds (the existence
of potential mark-up, engineering, and non-
transparency); (4) the accountability process
twice (the existence of potential fictitious
reports); and (5) the monitoring and
evaluation process (only formalities, admi-
nistrative and late corruption detection)
(ICW, 2018). Furthermore, ICW (2018)
explained that corruption in the village,
mainly concerning village budgets and is one
of the fundamental problems. This problem
occurs because of large budget management,
but its implementation at the village level is
not accompanied by the principles of
transparency, participation, and accountabi-
lity in village political, development and
financial governance.

Table 2 shows that during 2015-2017 the
number of corruption cases that occurred at
the village level experienced a significant
increase. The number of corruption cases
that occurred in 2015 were 17 cases.
Furthermore, in 2016 the number of
corruption cases has increased, so that there
are 41 cases. Finally, in 2017 this number
experienced twice the increase in the number
of corruption cases in 2016, which amounted

Tabel 2. Corruption Cases at the Village Level

Years Budget Allocation Number of
(trillion rupiah) Villages
2015 20,76 74,093
2016 46,98 74,754
2017 60,00 74,954

Source: ICW (2018)

Table 1 shows that during 2015-2017, village
funds allocations increased significantly.
Increasing the allocation of village funds
provides an opportunity for actors to misuse

Years Number Number of Value of
of Cases Involvement of State Losses
Village Heads (trilion rupiah)
2015 17 15 9.12
2016 41 32 8.33
2017 96 65 30.11
Total 154 112 47.56

Source: ICW (2018)
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to 96 cases. Thus, during the last three years
(2015-2017), the total number of corruption
cases in the village reached 154 cases. ICW
(2018) explained that out of 154 total
corruption cases, 127 cases were cases with
the object of the village budget such as
corruption in the village funds, allocation of
village funds, village treasuries, and others.
Meanwhile, 27 cases with village non-budget
objects such as illegal levies were carried out
by village officials. Based on table 2, the
researcher concludes that the village head is
an important actor involved in the abuse of
village funds. During the last three years
(2015-2017), the number of village head
involvement in corruption cases continued to
increase. In addition, corruption at the
village level does not only involve the village
head. However, this corruption involved 32
village officials and 3 people who were
village head family (ICW, 2018). As a result,
the country experienced total losses over the
past three years amounting to 47.56 billion
rupiah, equivalent to the basic allocation of
APBN funds for 77 villages.

Cases of corruption at the village level have
various modes such as, the practice of
misuse of the budget as many as 51 cases,
embezzlement of 32 cases, fictitious reports
with 17 cases, fictitious activities/projects of
15 cases, and inflation of 14 cases (ICW,
2018). Furthermore, ICW (2018) explained
that from the aspect of law enforcement, all
law enforcement officials were known to
have handled corruption cases that occurred
in the village. The most cases of corruption
were handled by the Republic of Indonesia
National Police with a total of 81 cases.
Meanwhile, the Indonesian Prosecutor's
Office handled 72 cases, and 1 case involving
the District Head of Pamekasan was handled
by KPK. Factors that caused corruption at
the village level were (1) the lack of
community involvement in the village budget
planning and supervision process; (2) the
inadequacy of village institutions such as the

Village Consultative Body (BPD); (3) limited
village head competency; and (4) the high
cost of political village head elections (ICW,
2018). In other words, the fundamental
factor causing corruption at the village level
is an ineffective internal control system.

The internal control system is a method used
to protect or protect assets, produce reliable
information, improve efficiency, and protect
management policies (Krismadji, 2008).
Meanwhile Boynton, Johnson and Kell
(2002) explain that the internal control
system is a process carried out by the board
of directors, management, and other
personnel in an entity that has been designed
and compiled to convince users in achieving
goals including (a) reliability in making
financial reporting, (b) compliance with
applicable laws and regulations, and (c)
achieving operational effectiveness and
efficiency. Furthermore, Boynton et al.
(2002) explain that compliance with
regulations in making accountability reports
or fraud levels has a relationship with the
implementation of an internal control
system. An effective internal control system
can affect the quality of transaction testing,
detect fraud, and improve the effectiveness
and efficiency of organizational activities.
The more effective the internal control
system is designed in accordance with
organizational goals, the more effective the
implementation is to detect fraud. Lane and
O’Connell (2009) explain that implementing
an effective internal control system through
the main focus of the system can reduce
fraud in the organization.

Tehupuring and Lingga (2017) explain that
the higher the internal control system, the
lower accounting fraud. Conversely, the low-
er the internal control system, the higher ac-
counting fraud. Accounting fraud is an un-
ethical behavior that is not only detrimental
to the person. However, this action can be
detrimental to society in general. Thoyibatun
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(2009) explains that the suitability of the
internal control system with organizational
goals can reduce unethical behavior and ac-
counting fraud tendencies. Accounting
fraud, especially fraudulent use of village
funds is motivated by opportunities.
Wanjohi (2014) explains that fraud deve-
loped rapidly due to the availability of op-
portunities to commit fraud including, inef-
fective internal control systems. Wainaina
(2011) explains that the evaluation of the
functions of internal control in addition to
prevention and detection of fraud must re-
flect the strength of the accounting environ-
ment fundamentally in an organization and
the accuracy of financial and operational
records. Organizations that are not focused
on implementing an internal control system
or an ineffective internal control system will
lead to failure for the organization (Tunji,
2013; Hartman, 2014).

Ineffective internal control systems provide
opportunities for actors to act opportunistic-
ally. This opportunist action is carried out by
the actor with the aim of maximizing his
personal interests as an agent rather than
the interests of the community as principal.
The conflict of interest between the actor as
an agent and the community as principal is
due to the existence of information asym-
metry. Information asymmetry is a condition
of unbalanced information between agents
who are responsible for managing village
organizations with stakeholders, namely, the
community as principals. The existence of
this information asymmetry causes the
emergence of the term adverse selection.
Scott (2015) explained that adverse selection
occurs when the agent as the party managing
the organization knows the prospects of the
organization more than the principal. This
adverse selection condition is then used by
the agent to fulfill its interests compared to
the interests of the principal. The motivation
for this action is because of three basic
human assumptions, namely humans are

essentially selfish, humans have limited
thinking about future perceptions, and
humans always avoid risk (Eisenhardt,

1989).

The findings of Muna and Harris (2018);
Lestari and Supadmi (2017); Randiza, Kama-
liah and Anisma (2016); also Triasmara and
Anna (2014) show that the internal control
system can reduce accounting fraud tenden-
cies, and information asymmetry can in-
crease the tendency of accounting fraud.
Meanwhile, Nurhayati and Muniarty (2018)
also Frilia, Agusti and Savitri (2015) show
that the internal control system cannot re-
duce the tendency of accounting fraud, and
information asymmetry can increase the ten-
dency for accounting fraud.

Setiawan, Adiputra and Yuniarta (2015)
show that the internal control system had a
negative and significant effect on fraud and
information asymmetry had no significant
effect on fraud. Furthermore, Gusmaini,
Fauziati and Yulistia (2014) also Ahriati,
Basuki and Widiastuti (2015) show that the
internal control system and information
assymetry had no significant effect on ac-
counting fraud tendencies. Accounting fraud
is caused by a lack of individual morality, so
that behaving unethically to fulfill its inte-
rests. Puspasari and Suwardi (2012) explain
that the interaction between individual mo-
rality and internal control can influence the
tendency of accounting fraud. An effective
internal control system can suppress the op-
portunistic behavior of the village head as an
agent, both in the absence of adverse selec-
tion and in the condition of adverse selec-
tion. Agencies as the party managing the or-
ganization will see the internal control sys-
tem as a system that can bind individual be-
havior not to commit fraud in embezzling
village funds because it will be easily detect-
ed.

An effective internal control systems can be
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identified through (1) village officials do not
carry out the role of multiple tasks; (2) tran-
sactions are recorded accurately; (3) there is
authorization of proof of transactions bt the
authorities; (4) periodic inspection of asset
inventories; (5) accounting information sys-
tems are able to represent all transactions
that occur without skipping other transac-
tions; and (6) accountability and transpa-
rency in budget reporting and realization of
village funds. Dewi and Ratnadi (2017)
explain that if an organization’s internal
control system is weak, then the possibility
of mistakes and fraud will
Conversely, if the internal control system of
an organization is strong, then the possibility
of an error or fraud can be minimized. Based
on this description, the purpose of this study
is to examine the effect of the internal
control system on fraudulent use of village
funds in adverse selection conditions.

increase.

Internal Control Systems, Adverse Se-
lection, and Fraudulent Use of Village
Funds

The Indonesian Institute of Accountants
(IAI, 2012) defines accounting fraud as (1)
misstatements arising from fraud in financial
reporting, namely, misstatement or deliber-
ate omission of amounts or disclosures in
financial statements to deceive users of fi-
nancial statements, (2) misstatements aris-
ing from improper treatment of assets (often
referred to as misuse or embezzlement) re-
lating to the theft of assets of an entity which
results in financial statements not being pre-
sented in accordance with the General Appli-
cable Accounting Principles (PABU) in Indo-
nesia. Based on fraud triangle theory, the
causes of fraud are pressure, opportunity,
and rationalization. Pressure relates to the
need or incentive to commit fraud, for exam-
ple the need for lifestyle, economic needs,
external pressure and others. Opportunities
relate to situations or conditions that allow
fraud to occur, for example an ineffective

internal control system or abuse of authority.
Rationalization relates to attitudes or ethics
that allow individuals to commit fraud and
rationalize fraudulent actions as reasonable
actions. These three factors are determinants
of individuals committing fraud (Tehupuring
& Lingga, 2017).

Albrecht and Albrecht (2004) state that
fraud occurs because individuals violate eth-
ics, honesty, and responsibility. These three
elements indicate that individuals have prob-
lems in applying moral values. Individuals
who have good morals will be responsible for
carrying out their duties and functions to
achieve organizational goals. Conversely, in-
dividuals who have low moral values will use
opportunities and rationalizations to commit
fraud. Moreover, supported by the imple-
mentation of an ineffective internal control
system, individuals will see this condition as
an opportunity to commit fraud. Krismadji
(2008) states that the internal control sys-
tem is a method used to safeguard or protect
assets, produce reliable information, im-
prove efficiency and to protect management
policies. Organizations must have an internal
control system such as a control environ-
ment, risk management by management, ac-
counting information and communication
systems, and control and monitoring activi-
ties (Arens & Loebecke, 1996).

Boynton et al. (2002) explain that compli-
ance with regulations in making accountabil-
ity reports or fraud levels has a relationship
with the implementation of an internal con-
trol system. Effective implementation of in-
ternal control systems will improve the qual-
ity of transaction testing, detect fraud, and
achieve organizational effectiveness and effi-
ciency. The internal control system designed
in accordance with the organization's objec-
tives will be effective if the system is easy to
implement and the executor has good moral
responsibility.
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An ineffective internal control system will
provide opportunities for individuals to
behave opportunistically in increasing their
prosperity. This opportunist action is carried
out by individuals with the aim of
maximizing their personal interests as agents
rather than the interests of the community as
principals. Conflicts of interest between
individuals (village heads) as agents and the
community as principals are due to informa-
tion asymmetry. This information asymme-
try occurs because of the imbalance of
information between agents who are respon-
sible for managing village organizations with
stakeholders, namely, the community as
principals. This conference causes the term
adverse selection to appear. Scott (2015)
explains that adverse selection occurs when
the agent as the party managing the
organization knows the prospects of the
organization more than the principal. This
adverse selection condition is then used by
agents for opportunistic behavior in meeting
their interests compared to the interests of
principals. Finally, this behavior results in
fraudulent use of village funds and reduces
the welfare of a just and prosperous
community.

Results from Muna and Harris (2018), also
Randiza et al. (2016) prove that the internal
control system can reduce accounting fraud
tendency, and information asymmetry can
increase the tendency of accounting fraud.
Meanwhile, the findings of Nurhayati and
Muniarty (2018) show that the internal con-
trol system cannot reduce the tendency of
accounting fraud, and information asym-
metry can increase the tendency of account-
ing fraud. Accounting fraud occurs showing
that individuals have low morals, so behav-
ing unethically to fulfill their interests. Pus-
pasari and Suwardi (2012) explain that the
interaction between individual morality and
internal control can influence the tendency
of accounting fraud. Based on the descrip-
tion, the hypothesis proposed is as follows.

H1 : Adverse selection conditions affect
the relationship between the internal
control system and fraudulent use of
village funds.

Internal Control Systems Are Not Ef-
fective, Adverse Selection, and Fraud-
ulent Use of Village Funds

Jensen and Meckling (1976) explain that
agency conflict occurs because of the infor-
mation asymmetry between agents and prin-
cipals. Agencies as the party managing the
organization have more comprehensive in-
formation than the principal. In the context
of the village government, agents are village
heads and their ranks. Meanwhile, the prin-
cipal is a village community. The village head
as an agent will use this comprehensive in-
formation as important information in ma-
ximizing his interests. Meanwhile, the com-
munity as principal expects the village head
to act in accordance with the interests of the
community, namely, improving the welfare
of a just and prosperous society. Through
village funds, the village head is responsible
for increasing village prosperity. Village
funds are funds sourced from the State Ex-
penditures Budget allocated to villages and
transferred through the District/City Regio-
nal Expenditure Budget with the aim of car-
rying out development and empowerment of
village communities. The specific objectives
are to improve public services in the village,
alleviate poverty, promote the village econo-
my, overcome inter-village development
gaps, and strengthen village communities as
the subject of development (Ministry of Fi-
nance, 2018).

The responsibility of the village head to im-
prove community welfare is often not done
well. This can occur because of pressure, op-
portunity, and rationalization. These three
factors are the motives of the village head to
commit fraud in the use of village funds. The
need or incentive to commit fraud, for exam-
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ple lifestyle needs, economic needs, the pres-
ence of external pressure are conceptualized
as pressure. Situations or conditions that al-
low fraud to occur, such as ineffective inter-
nal control systems or abuse of authority are
conceptualized as opportunities, and atti-
tudes or ethics that allow individuals to com-
mit fraud and rationalize fraudulent actions
as reasonable actions are conceptualized as
rationalization. These three motives when
not supported by an effective internal control
system will result in fraudulent use of village
funds. An ineffective internal control system
will provide opportunities for individuals to
behave opportunistically in increasing their
prosperity. This condition can occur because
information about village organizations is
better known by the village head than by the
village community, so that when the ineffec-
tive internal control system is supported by
ownership of more comprehensive infor-
mation from the village head resulting in
fraudulent use of village funds.

H2 : The internal control system that is
not effective in causing fraud in the
use of village funds under conditions
is adverse selection compared to no
adverse selection

Effective Internal Control Systems,
Adverse Selection, and Fraudulent Use
of Village Funds

In the Fraud Triangle Theory, individuals
commit fraud caused by three important fac-
tors, namely, pressure, opportunity, and ra-
tionalization. Pressure involves an individual
situation that creates more benefits such as
gaining clarity in the form of bribery and can
arise from work problems and unrealistic
performance targets; the opportunity to
commit fraud is possible if individuals have
access to assets and information that triggers
individuals to commit fraud; and rationaliza-
tion involves individuals to align their beha-
vior with ideas that are generally accepted

through politeness and trust (Tehupuring &
Lingga, 2017). According to Ruankaew
(2013), these three factors are the cause of
individuals cheating. Therefore, fraud can
occur when there are three elements.

Another important motivation that influ-
ences individuals to commit fraud is because
of the agency conflict proposed by Jensen
and Meckling (1976). Agency conflicts occur
in village organizations because the village
head as an agent has more information re-
garding the performance of village organiza-
tions than village communities as principals.
As a result, this information was used as the
village head as an opportunity to fulfill his
interests, namely, increasing his welfare,
thereby reducing the welfare of the people
who were just and prosperous. To reduce the
occurrence of these conditions, it is neces-
sary to implement an effective internal con-
trol system. When the internal control sys-
tem is effectively implemented, the village
head who has more information related to
the performance of the village organization
or the information is known by the commu-
nity does not affect the village head to com-
mit fraudulent use of village funds.

The important reason is an effective internal
control system that has been designed in
accordance with the organization's objectives
and effectively implemented, including (1)
village officials do not perform the role of
multiple tasks; (2) transactions are recorded
accurately; (3) there is authorization to proof
of transactions by parties authority; (4)
periodic inspection of asset inventories; (5)
accounting information systems capable of
representing all transactions that occur with-
out missing other transactions; and (6)
accountability and transparency in budget
reporting and realization of village funds will
close the opportunity for village heads to act
opportunistically in fraudulent use of village
funds. Lane and O’Connell (2009) explain
that implementing an effective internal
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control system through the main focus of the
system can reduce fraud in the organization.
Based on the description, the research
hypothesis is as follows.

H3 : The adverse selection condition does
not affect fraudulent use of village
funds when the internal control sys-
tem is effective

Internal Control System, No Adverse
Selection, and Fraudulent Use of Vil-
lage Funds

Krismadji (2008) explains that the internal
control system is a method used to protect or
protect assets, produce reliable information,
improve efficiency and protect management
policies. Meanwhile, Boynton et al. (2002)
explain that the internal control system is a
process carried out by the board of directors,
management, and other personnel in an en-
tity that has been designed and compiled to
convince users in achieving objectives in-
cluding reliability in making financial report-
ing, compliance with applicable laws and
regulations, and achieving operational effec-
tiveness and efficiency. The effectiveness and
efficiency of organizational activities, the
quality of transaction testing, and fraud de-
tection can be reduced when the internal
control system is implemented effectively.

Lane and O’Connell (2009) explain that im-
plementing an effective internal control sys-
tem through the main focus of the system
can reduce fraud in the organization. Guided
by Lane and O’Connell (2009), the strength
of the implementation of the internal control
system when applied effectively when com-
pared to internal control systems is not im-
plemented effectively. An effective internal
control system will reduce fraud committed
by the village head when information related
to the performance of village organizations is
known by the village community. Although
the village head has the authority to carry

out village government activities, and has the
potential to use his authority for personal
interests, but if supported by an effective in-
ternal control system, it will reduce the ac-
tions of the village head to abuse his authori-
ty. Based on the description, the research
hypothesis is as follows.

H4 : In conditions where there is no ad-
verse selection, an effective internal
control system will reduce fraudulent
use of village funds compared to the
ineffective internal control system

RESEARCH METHODS

Experimental Method and Research
Design

This study uses an experimental method to
explain the phenomena that occur. Nahartyo
(2013) states that the experimental method
is research design to investigate a phenome-
non by manipulating a condition or condi-
tion through a particular procedure and then
observing the results of the engineering and
interpreting it. This section of research in-
cludes manipulation of the independent vari-
ables and observations of the effects of these
variables on the dependent variable
(Campbell & Stanley, 1966). The researcher
manipulated the treatment through the case
of the tender project for the construction of
bridges in a village with the condition that
the internal control system was effective ver-
sus ineffective, and there was an adverse se-
lection versus no adverse selection.

The type of experiment used in this study is
laboratory experiments. Nahartyo (2013)
states that in a laboratory experiment, re-
searchers manipulate the independent varia-
bles and control other variables that have the
potential to influence the dependent variable
but are not relevant to the research objec-
tives. The laboratory experiment method is
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organized in an artificial environment where
control and manipulation are given to prove
a causal relationship between the variables
studied (Nahartyo, 2012). The artificial envi-
ronment was carried out by researchers by
choosing the subject of the University of Pat-
timura Ambon (UNPATTY) accounting stu-
dent who was given an engineering role as
the village head. To find out the success of
the role of the subject as the village head, the
researcher checks the manipulation. There-
fore, researchers will only use subject data
that has passed the manipulation check. The
aim is to improve the accuracy and quality of
research results.

The important reason for researchers to use
student subjects in laboratory experimental
research rather than village heads is to elimi-
nate bias such as psychological pressure be-
cause the organizational environment and
position in the village government structure
have a tendency not to respond to the actual
conditions. This can happen because this re-
search is related to ethics, morals, and the
responsibility of the village head which is
quite sensitive about fraudulent use of village
funds. Therefore, laboratory experimental
methods are more suitable in explaining the
phenomena that occur and can reduce the
good bias, bias due to pressure or bias be-
cause the variables outside the research
model.

The researcher used the 2x2 factorial ANO-
VA experimental design to examine the effect
of the internal control system on fraudulent
use of village funds in adverse selection con-
ditions. Puspasari and Suwardi (2012) have
examined the effect of individual morality
and internal control on the tendency of ac-
counting fraud: experimental studies in the
context of local government. Tehupuring and
Lingga (2017) tested the internal control sys-
tem as a predictor of accounting fraud in lo-
cal government. Furthermore, Narsa and Su-
priyadi (2017) examined the role of the com-

pany's code of ethics in mitigating manageri-
al escalation behavior framed agency theory.
Therefore, the researcher adapted and modi-
fied the scenario or experimental module
according to the context of this study by re-
ferring to the three studies. Furthermore,
the researcher conducted a discussion on the
validity of the research module with several
lecturers who were relevant to the topic of
this research. Nahartyo and Utami (2015)
stated that this discussion was important to
determine validity, experimental proce-
dures, and case material with the aim of ob-
taining perfection of experimental design.
Table 3 shows that researchers divided sub-
jects into four groups. The aim is to observe
the tendency for fraud to use village funds.
Group 1: effective internal control system
with adverse selection conditions; Group 2:
the internal control system is not effective
with adverse selection conditions; Group 3:
the internal control system is ineffective
with no adverse selection conditions; and
Group 4: the internal control system is inef-
fective with no adverse selection conditions.

Table 3. Factorial 2x2 ANOVA Experiment Design

Adverse Selection

Internal
Control System YES NO
Effective Group 1 Group 3
Ineffective Group 2 Group 4

Operational Definitions and Variable
Measurements

This study uses independent variables and
the dependent variable in examining the ef-
fect of the internal control system on fraudu-
lent use of village funds in adverse selection
conditions. The independent variable in this
study is the internal control system
(effective and ineffective) and adverse selec-
tion (existing and non-existent). Meanwhile,
the dependent variable is fraudulent use of
village funds. The following is an explana-

Volume 5, Number 1, 2019, 37- 56

45



Jurnal Tata Kelola & Akuntabilitas Keuangan Negara, Vol. 5, No.1, 2019, 37-56

tion of operational definitions and measure-
ment of research variables.

The internal control system is a system con-
sisting of various elements and is not limited
to accounting and finance, but includes
budget control, standard costs, employee
training programs and so on (Tehupuring &
Lingga, 2017). The measurement of the inter-
nal control system uses two levels, namely,
the level of internal control is effective and
ineffective. The following is a brief explana-
tion of the level of effective and ineffective
internal control systems.

The level of the internal control system effec-
tively occurs when the village government
has implemented rules regarding behavior
and prioritizes disciplinary action on irregu-
larities or violations of policies and proce-
dures. Every transaction is always recorded
on time, the transaction authorization and
supporting evidence are always carefully
considered. Supervision and physical inspec-
tion are always carried out regularly, there
are no employees who work concurrently,
and evaluation of operational activities to
assess the degree of asset security is always
carried out periodically. Finally, the Village
Consultative Body (BPD) has effectively
overseen the implementation of village go-
vernance in ensuring compliance with poli-
cies in accordance with applicable proce-
dures.

The level of the internal control system is
ineffective when the village government has
implemented rules regarding behavior and
prioritizes disciplinary action on irregulari-
ties or violations of policies and procedures.
However, the implementation of these rules
has not been effective. The transaction date
is often not in accordance with the transac-
tion that should have occurred. In addition,
often the authorization and supporting evi-
dence are not in accordance with applicable
regulations. Supervision and physical inspec-
tion are only carried out occasionally, there

are some employees who are concurrently
assigned, and evaluation of operational ac-
tivities to assess the degree of asset security
is not always done. The Village Consultative
Body (BPD) is less effective in overseeing the
implementation of village governance in en-
suring compliance with policies in accord-
ance with applicable procedures.

Adverse selection is a condition that occurs
when the agent as the party managing the
organization knows the prospects of the or-
ganization better than the principal (Scott,
2015). Agents in this study are village heads
and principals are village communities. As a
result, information asymmetry emerged bet-
ween the village head and the community, so
the village head benefited from this infor-
mation and neglected the welfare of the vil-
lage community. The measurement of ad-
verse selection uses two conditions, namely,
conditions are adverse selection and there is
no adverse selection. The brief explanation
of the condition of adverse selection and no
adverse selection are:

1. An adverse selection occurs when infor-
mation about poor performance is only
known by budget users (village head) and
is not known by other parties outside the
organization.

2. No adverse selection conditions occur
when information about poor perfor-
mance is widely known by outsiders, espe-
cially the village community.

The fraudulent use of village funds is the act
of the village head using village funds to ful-
fill his interests. To measure fraudulent use
of village funds, the subject is given a scena-
rio or case of tender for a bridge construction
project. The form of the subject's decision as
the village head to approve or disagree with
the offer of his old friend's company to win
the tender for the bridge construction project
using 10 points Likert scale. The scale is di-
vided at the midpoint, that is, between 5 and
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6. Subjects who choose the Likert 1-5 scale
indicate that the subject decides not to accept
the offer of his old friend's company. That is,
the more the subject decides to choose scale 1
shows that the subject is more certain not to
approve the offer of the old friend company to
win the tender for the bridge construction
project. Conversely, the subject who chose 1-6
scale indicated that the subject decided to ac-
cept the offer of his old friend's company.
That is, the more the subject decides to
choose a scale of 10 indicating that the subject
is more certain to approve the offer of the old
friend's company to win the tender for the
bridge construction project.

Experimental Procedure

This laboratory experiment research is carried
out through a series of procedures that will be
carried out by the subject. Subjects are given
assignments through the division of experi-
mental modules but are not allowed to work
before all subjects receive the experimental
module. After all the subjects received the ex-
perimental module, the researcher gave a
brief briefing on the assignment to be given to
the subject.

In the experimental module, subjects general-
ly act as village heads in a district. The subject
is given information that one of the village
work programs is to build bridges and will go
through a tender process. One of the tender
companies was an old friend of the village
head and he promised that if the company
won the tender, it would be given a 25% dis-
count from the project nominal to you as the
village head and the party who helped his vic-
tory. In total there are four groups, each of
which will receive an experimental module
that varies according to the treatment given.

Subjects for Group 1 will be given an experi-
mental module by treating the effective inter-
nal control system with adverse selection con-
ditions; Group 2 by treating the ineffective
internal control system with adverse selection
conditions; Group 3 with an ineffective inter-

nal control system treatment with no adverse
selection conditions; and Group 4 by treating
the internal control system ineffectively with
no adverse selection conditions.

At the end of the assignment, subjects were
asked to act as village heads who had to
make a decision to accept or reject the offer
of old friends through the response of sub-
jects on a scale of 1-10. After that, the subject
completes the procedure for manipulating
checks through two questions. The first
question about the effectiveness of the inter-
nal control system is through employees who
double the task or not depending on the
treatment received by the subject, and the
second question about the responsibility of
the subject as the party conducting the audit
or as a user of the village budget.

Research Subject

This research was conducted at Pattimura
University Ambon by using laboratory expe-
rimental methods. This laboratory experi-
ment method is carried out through subjects
who act as village heads to reduce response
bias. This subject is the third person used to
reduce bias because the subject cannot show
the actual response when faced with sensi-
tive issues. The scenario in this experimental
module uses the context of the third person
such as the research of Rest (1986), Arnold
and Ponemon (1991), Bernardi and Guotil
(2008), also Liyanarachi and Newdick
(2009) for ethical studies.

The researcher chose accounting students at
Pattimura University Ambon with several
main reasons, namely (1) accounting stu-
dents were equipped with a comprehensive
understanding of ethical issues. For this rea-
son, accounting students must have passed
the business and professional ethics courses
and auditing; (2) Pattimura Ambon Ambon
accounting students are still rarely used as
subjects in experimental research, so as to
improve the quality of student responses
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compared to students who have often been
used as subjects in experimental research;
and (3) the topics studied relate to issues of
ethics, morals, and sensitive responsibilities
if done directly to the village head, so that
accounting students are more suitable to be
subjected to obtaining the actual response
without psychological pressure.

This study used 80 subjects divided into four
groups. However, this study only obtained 51
subjects who had passed the manipulation
check. The 51 subjects consisted of four
groups. Group 1 is 16 subjects; group 2 is 12
subjects; group 3 is 10 subjects; and group 4
numbered 13 subjects. Nahartyo (2012)
states that the total subject for each group is
at least 10 subjects. Therefore, this study ful-
filled the requirements for the minimum
number of subjects in one group. Manipula-
tion checks were carried out with the aim of
increasing the accuracy and quality of the
data on the subject's response because the
subject had succeeded in receiving the treat-
ment of the condition of the role of the vil-
lage head given by the researcher.

Data Analysis Technique

This study uses Analysis of Variances
(ANOVA) to test the research hypothesis.
The use of ANOVA requires researchers to
test several assumptions namely normality
and homogeneity. The normality test was
carried out through a one-sample test of Kol-
mogorov Smirnov with provisions, namely, if
sig. > 0.05, then the residual is normally dis-
tributed. Meanwhile, the homogeneity test
uses Levene’s test with the provision that, if
sig. > 0.05, then the residual is homoge-
neous. After this research model fulfills both
assumptions, the researcher conducted a two
-way ANOVA test and post-hoc test using a
tukey test to determine the significant differ-
ence in group averages. Thus, the researcher
can conclude the average comparison of each
group and answer the research hypothesis
(Ghozali, 2006).

RESULTS AND DISCUSSION

This study uses two manipulation check
questions for all scenarios given to the sub-
ject. The results of the subject's response to
the two manipulation check questions were
used by the researcher to determine the se-
riousness of the subject in the experiment.
That is, if the subject responds to a question
by choosing the right option, the subject has
understood his role as the village head,
thereby reducing the bias of the subject's de-
cision in responding to this research ques-
tion. Therefore, the subject whose data has
passed the manipulation check will be used
to test the research hypothesis. The results of

Table 4. Manipulation Check Results

Subjects Failed

Group Number of Final

. to Answer )

Research Subjects X Subject
Questions

Group 1 20 4 16
Group 2 20 8 12
Group 3 20 10 10
Group 4 20 7 13

the manipulation check can be seen in ta-
ble 4.

Table 4 shows that this study divided sub-
jects into four groups. The four groups were
given different treatments with a total of 80
groups with 20 subjects each. However, the
results of the manipulation check show that
group 1 only passed a manipulation check
totaling 16 subjects. Meanwhile, 4 subjects
did not pass the manipulation check. Group
2 only passes the manipulation check for 12
subjects. Meanwhile, 8 subjects did not pass
the manipulation check. Group 3 only passed
the manipulation check for 10 subjects and
10 subjects did not pass the manipulation
check. Group 4 only passed the manipulation
check totaling 13 subjects and did not pass
manipulation checks totaling 7 subjects.
Based on the description, then the subject in
group 1 has the most final subject. Mean-
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while, subjects in group 3 who had the least
final subject.

Table 5 showing the descriptive statistics of
the subjects used in this study. The research-
er conducted a randomization test to find out
the distribution of each subject evenly in
each group. Based on the results of the ran-
domization test, the researchers concluded
that the gender of the subject of this study
had a test value F = 0.261, sig. 0.611; and age
has a test value F = 1,145, sig. 0.290. Thus,
there were no significant differences between
male and female treatment groups, as well as
treatment groups aged 18-20 and ages 21-23.
Therefore, the research subjects were evenly
distributed and there were no confounding
variables in this research model.

The assumption that must be fulfilled before
carrying out the ANOVA test is the assump-
tion of normality and homogeneity. The re-
sults of testing for normality using one-

Table 5. Subject Descriptive Statistics

sample Kolmogorov Smirnov show the value
of sig. 0.329>0.05. The results of this nor-
mality test prove that the research model has
a normally distributed residual, so this re-
search model has met the assumptions of
normality. Next, the researcher conducted a
homogeneity test through Levene's test. The
results of testing homogeneity through le-
ven's test show the value of sig. 0.077>0.05.
The results of this homogeneity test prove
that the research model has a residual vari-
ance that is homogeneous, so that this re-
search model has met the assumption of ho-
mogeneity.

This study used a 2x2 factorial ANOVA test,
descriptive response decision statistical test,
and post-hoc test through the Tukey test to
test the research hypothesis. Table 6 showing
the results of the 2x2 factorial ANOVA test.

Testing the first hypothesis (H1), namely,
adverse selection conditions affect the rela-

Variable Treatment Group Category N Percentage Total
Male 7 44%
Group 1
Female 9 56%
Male 5 42%
Group 2
Female 7 58% Male = (43%)
Gender
Male 4 40% Female = (57%)
Group 3
Female 6 60%
Male 6 46%
Group 4
Female 7 54%
18-20 7 44%
Group 1
21-23 9 56%
18-20 5 42%
Group 2
21-23 7 58% 18-20 year = (52%)
Age
18-20 6 60% 21-23 year = (48%)
Group 3
21-23 4 40%
18-20 8 62%
Group 4
21-23 5 38%
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Table 6. Factorial 2X2 ANOVA Test Results

Source Df Mean Square F Sig.
Corrected Model 3 40.758 6.885 0.001***
Intercept 1 1891.672 319.545 0.000%**
SPI 1 27.251 4.603 0.037**
ADS 1 24.856 4.199 0.046**
SPI' X ADS 1 70.123 11.845 0.001%**
Error 47 5.920
Total 51
Corrected Total 50
R*=0.305

Adjusted R* = 0.261
Notes: *** significance at 1%; ** significance at 5%

tionship between the internal control system
and fraudulent use of village funds. Based on
table 8, the test results show that the inter-
action between the internal control system
and adverse selection has a value of F =
11,845, and sig. 0.001 at 1% significance lev-
el. The findings of this study indicate that
the strength of the influence of these interac-
tions proves the existence of interdependen-
cies between the internal control system and
adverse selection. Thus, the first hypothesis
(H1) is supported.

Changes in adverse selection conditions
(adverse selection and no adverse selection)
will affect changes in agent behavior in com-
mitting fraudulent use of village funds de-
pending on the effective or ineffective inter-
nal control system. Tehupuring and Lingga
(2017) explains that the higher the internal
control system, the lower accounting fraud.
Conversely, the lower the internal control
system, the higher accounting fraud. An in-
effective internal control system provides an
opportunity for the village head as an agent
to act opportunistically. This opportunist
action is carried out by the agent with the
aim of maximizing his personal interests as
agents rather than the interests of the com-
munity as principals.

The conflict of interest between the village
head as an agent and the community as
principal is due to the existence of informa-
tion asymmetry. Information asymmetry is a
condition of unbalanced information bet-
ween agents who are responsible for manag-
ing village organizations with stakeholders,
namely, the community as principals. The
existence of this information asymmetry
causes the emergence of the term adverse
selection. Scott (2015) explained that adverse
selection occurs when the agent as the party
managing the organization knows the
prospects of the organization more than the
principal. This adverse selection condition is
then used by the agent to fulfill its interests
compared to the interests of the principal.
The motivation for this action is because of
three basic human assumptions (Eisenhardt,

1989).

To test hypotheses 2, 3, and 4, the
researchers used the descriptive statistics of
decision response test and the Tukey test.
Table 7 shows the results of testing the
descriptive statistics of decision response
test and table 8 shows the results of post-hoc
tests through the Tukey test. The second hy-
pothesis testing (H2), namely, that the inter-
nal control system that is not effective in in-
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Table 7. Descriptive Statistics of Decision Response

Adverse Selection

Internal Control System Total
YES NO
Group 1 Group 3
(N=26)
(N=16) (N=10)
Effective (Mean=6.80)
(Mean=6.43) (Mean=7.40)
(Std.=2.15)
(Std.=2.27) (Std.=1.89)
Group 2 Group 4
(N=25)
(N=12) (N=13)
Ineffective (Mean=5.36)
(Mean=7.33) (Mean=3.53)
(Std.=3.27)
(Std.=2.17) (Std.=3.20)
(N=28) (N=23) (N=51)
Total (Mean=6.82) (Mean=5.21) (Mean=6.09)
(Std.=2.17) (Std.=3.30) (Std.=2.83)

fluencing fraudulent use of village funds un-
der conditions is adverse selection compared
to no adverse selection. Based on table 8, the
test results show that the internal control
system has a value of F = 4,603, and sig.
0.037 at the significance level of 5%. Fur-
thermore, adverse selection has a value of F
= 4.199, and sig. 0.046. The findings of this

Table 8. Tukey Test Result

Group Mean Difference  Standard Sig.

2and4 3.7949 0.97401 0.002***
3and1 0.9625 0.98081 0.761
3and 4 3.8615 1.02341 0.002%**

study prove that the internal control system
and adverse selection have an effect on
fraudulent use of village funds. Furthermore,
to test the second hypothesis (H2), the re-
searcher compares group 2 and 4. The re-
sults of the comparison of the two groups
show that the mean difference is 3.7949, and
sig. 0.002 at the 1% significance level. The
mean value of the internal control system
that is ineffective in the condition that there
is adverse selection is higher than the mean
value in the absence of adverse selection. The

findings of this study prove that the internal
control system that is not effective in influ-
encing fraud in the use of village funds un-
der conditions there is adverse selection
compared to no adverse selection. Thus, the
second hypothesis (H2) is supported.

Implementation of village head responsibili-
ties to improve the welfare of village com-
munities is often not done effectively. The
reason is because the village head is often
influenced by the presence of pressure, op-
portunity, and rationalization. These three
factors are important elements of village
head opportunistic behavior to commit
fraudulent use of village funds. Needs or in-
centives to commit fraud, such as lifestyle
needs, economic needs, external pressure.
Situations or conditions that allow fraud to
occur, such as ineffective internal control
systems or abuse of authority occur because
of opportunities, and attitudes or ethics that
allow individuals to commit fraud and ra-
tionalize fraudulent acts as reasonable ac-
tions are used as a rationale for fraud. The
village head as an agent will take advantage
of opportunities in the form of ownership of
information about the prospect of an organi-
zation with an ineffective internal control
system to commit fraudulent use of village
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funds. Tehupuring and Lingga (2017) ex-
plains that the higher the internal control
system, the lower accounting fraud. Con-
versely, the lower the internal control sys-
tem, the higher accounting fraud.

Testing the third hypothesis (H3), namely,
the adverse selection condition does not af-
fect fraudulent use of village funds when the
internal control system is effective. Based on
table 8, the test results show that the inter-
nal control system has a value of F = 4,603,
and sig. 0.037 at the significance level of 5%.
Furthermore, adverse selection has a value
of F = 4.199, and sig. 0.046. The findings of
this study prove that the internal control sys-
tem and adverse selection have an effect on
fraudulent use of village funds. Next, to test
the third hypothesis (H3), the researcher
compares group 3 and 1. The results of the
comparison between the two groups show
that the mean difference is 0.9625 and sig.
0.761. The mean effective internal control
system under conditions of no adverse selec-
tion is higher than the mean value in the
condition of adverse selection. However, it is
not significant. The findings of this study
prove that adverse selection conditions
(existing and non-existent) do not affect
fraudulent use of village funds when the in-
ternal control system is effective. Thus, the
third hypothesis (H3) is supported.

The effectiveness of the implementation of
the internal control system is the main key in
preventing village heads from cheating the
use of village funds, both in conditions of
adverse selection and the absence of adverse
selection.

Testing the fourth hypothesis (H4), that is,
in the absence of adverse selection, an effec-
tive internal control system will reduce
fraudulent use of village funds compared to
the ineffective internal control system. Based
on table 8, the test results show that the in-
ternal control system has a value of F =

4,603, and sig. 0.037 at the significance level
of 5%. Furthermore, adverse selection has a
value of F = 4.199, and sig. 0.046. The find-
ings of this study prove that the internal con-
trol system and adverse selection have an
effect on fraudulent use of village funds.
Next, to test the fourth hypothesis (H4), the
researcher compares group 3 and 4. The re-
sults of the comparison of the two groups
show that the mean difference is 3.8615, and
sig. 0.002 at the 1% significance level. The
mean effective internal control system under
conditions of no adverse selection is higher
than the mean value of the ineffective inter-
nal control system in conditions of no ad-
verse selection. The findings of this study
prove that under no adverse selection condi-
tions, an effective internal control system
will reduce fraudulent use of village funds
compared to ineffective internal control sys-
tems. Thus, the fourth hypothesis (H4) is
supported.

Lane and O’Connell (2009) explain that im-
plementing an effective internal control sys-
tem through the main focus of the system
can reduce fraud in the organization. The
strength of the implementation of the inter-
nal control system when applied effectively
when compared to an internal control sys-
tem that is not implemented effectively. An
effective internal control system will reduce
the likelihood of village heads in committing
fraud. The village community will obtain in-
formation relating to the performance of the
village organization. Although the village
head has the authority to carry out village
government activities, and has the potential
to use his authority for personal interests,
but if supported by an effective internal con-
trol system, it will prevent the village head's
actions from misusing his authority. In other
words, the implementation of the effective-
ness of the internal control system is binding
on the moral and ethics of the village head
not to commit fraudulent use of village
funds.
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CONCLUSION

In recent years, corruption cases at the vil-
lage level have been in the public spotlight.
This is evidenced through around 154 num-
ber of corruption cases at the village level
involving 112 village heads, 32 village offi-
cials, and 3 people who are family heads of
villages, resulting in state losses of 47.56 bil-
lion rupiah in 2015-2017. This case is carried
out through various modes such as the prac-
tice of budget abuse, fictitious reports, ficti-
tious activities/projects, and budget bubbles.
These various modes occur because the in-
ternal control system is ineffective, so it pro-
vides an opportunity for actors to act oppor-
tunistically. The aim is to maximize his per-
sonal interests as agents rather than the in-
terests of the community as principals. This
opportunistic behavior is caused by the exist-
ence of information asymmetry. Information
asymmetry creates conditions for obtaining
information that is not aligned between the
village head as an agent and the community
as principal, so that the emergence of ad-
verse selection emerges.

The findings of this study prove that (1) ad-
verse selection conditions affect the relation-
ship between the internal control system and
fraudulent use of village funds; (2) the inter-
nal control system that does not effectively
affect fraudulent use of village funds under
adverse selection is compared to no adverse
selection; (3) adverse selection conditions do
not affect fraudulent use of village funds
when the internal control system is effective;
and (4) in conditions where there is no ad-
verse selection, an effective internal control
system will reduce fraudulent use of village
funds compared to ineffective internal con-
trol systems. The description of the research
findings provides several contributions such
as the contribution of theory, methodology
and policy.

The contribution of this study to the develop-
ment of the theory is, the main cause of vil-

lage heads to commit fraud in the use of vil-
lage funds, namely, because of opportunities
and rationalization. An ineffective internal
control system is an opportunity for village
heads to commit fraudulent use of village
funds. In addition, if the village head has
more information than the community, the
village head has the potential to fulfill his
interests rather than the interests of the
community's welfare. The village head who
committed fraudulent use of village funds
felt that the action he did was right. This can
happen because village heads involved in
corruption cases have continued to increase
over the past three years, so this condition
can be used as a justification for corruption
of village funds. Therefore, this study is able
to provide confirmation of the fraud triangle
theory, information asymmetry between vil-
lage heads and the community provides op-
portunities for village heads to opportunistic
behavior to fulfill their interests. To reduce
this condition, an effective internal control
system needs to be applied consistently. This
can be known through the findings of this
research. Thus, this research is able to con-
tribute to agency theory.

The results of this study have contributed to
the research methodology, namely, (1) the
use of scenarios or research modules be-
cause this study uses laboratory experi-
mental research, so as to be able to control
irrelevant variables and reduce decision-
making bias; and (2) experimental methods
yield higher results related to the causal re-
lationship between the dependent and inde-
pendent variables, so the essence of this
method depends on the researcher manipu-
lating the independent variables and observ-
ing their impact on the dependent variable
while controlling for other disturbing fac-
tors. Therefore, researchers need a strong
theoretical foundation that is relevant to the
research topic (Nahartyo, 2013).

The contribution of this study to policy is
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that regulators need to design an internal
control system in accordance with the specif-
ic objectives of village government organiza-
tions by considering several important as-
pects, namely the planning process, the im-
plementation process, the process of procur-
ing goods and services related to the distri-
bution and management of village funds,
accountability processes, and monitoring
and evaluation processes. These five pro-
cesses are prone to fraudulent use of village
funds, so the regulator is not only focused on
increasing village fund allocation. However,
it must focus more on securing village funds,
so that the community as principals can en-
joy justice and prosperity.

The limitations of this study are this study
only uses Pattimura University accounting
students who are taking a bachelor's degree
as a subject. This is because the researcher
takes into account the adequacy of the sub-
ject in each group, so that researchers do not
use strata students as subjects because they
are relatively few, and researchers only ex-
amine in terms of internal control systems
and agency conflicts by referring to phenom-
ena or corruption cases that occur at the vil-
lage level, without taking into account other
factors. However, other factors have been
controlled by researchers through the supe-
riority of the experimental method. Thus,
further research is expected to be able to ex-
pand research subjects such as strata stu-
dents by taking into account the adequacy of
subjects in each group, and researchers can
use other factors that can influence fraudu-
lent use of village funds by using various cor-
ruption cases at the village level which the
researcher has described in the introduction.
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