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ABSTRACT

This study was to examine effect of internal audit on financial performance in Mbale District
Local Government. The study was guided by the following research objectives: To examine
the effect of compliance audit on financial performance in Mbale District Local Government.
To assess the effect of value for money audit on financial performance in Mbale District
Local Government. To establish the effect of forensic audit on financial performance in
Mbale District Local Government. This research was undertaken to establish the effect of
internal audit on financial performance of Mbale district local government. The study
adopted a descriptive research design and both qualitative and quantitative approaches were
used as a way of triangulation. The population of study of 113 was selected from a study
population of 160 using Krejcie and Morgan table (1970). The study findings showed that all
the three dimensions that included compliance audit, value for money and forensic audit have
a statistically significant effect on financial performance of Mbale District Local
Government. In conclusion, the study conducted on the Mbale District Local Government in
Uganda found that compliance audit, value for money, and forensic audit all have a
statistically significant effect on financial performance. It is recommended that: The results
suggest that effective financial management practices, including compliance with laws and
regulations, maximizing value for money, and preventing and detecting fraudulent activities,
can positively impact the financial performance of local governments. These findings align
with previous research on financial performance in local governments in Uganda, which has
highlighted the importance of effective financial management and accountability
mechanisms. It is essential for local governments to prioritize financial management and
adopt comprehensive approaches to improving financial performance, including
strengthening institutional capacity, enhancing accountability mechanisms, and improving

revenue mobilization.

Xi



1.0.

1.1.

CHAPTER ONE

INTRODUCTION

Introduction

This chapter presents the background to the study; the problem statement; purpose of
the study; specific objectives, research questions, conceptual framework, significance

of the study, justification of the study, scope and operational definitions of key terms.

Background to the Study

Financial performance is a critical component of local government operations in
Uganda. The effective management of financial resources is crucial for achieving
sustainable development and improving the quality of life for citizens. Local
governments in Uganda are responsible for delivering a range of services to their
communities, including health care, education, infrastructure, and social services.
According to a study by Kibwika et al. (2018), financial performance in local
governments in Uganda has been a major challenge, with many local governments
experiencing financial management problems, including inadequate revenue
collection, poor financial reporting, and weak internal controls. These challenges have
contributed to poor service delivery and a lack of accountability in the use of public

resources.

The Ugandan government has taken steps to improve financial performance in local
governments through various policies and initiatives. For example, the government
introduced the Local Government Financial Management and Accountability

(LGAFMA) program in 2013, which aimed to strengthen financial management and



accountability in local governments. The LGAFMA program provided training and
capacity building for local government officials in areas such as financial reporting,

budgeting, and revenue collection.

Despite these efforts, challenges still remain in improving financial performance in
local governments in Uganda. A study by Tugume et al. (2021) found that inadequate
funding, weak institutional capacity, and political interference are significant barriers
to improving financial performance in local governments. The study recommended
the need for a comprehensive approach to addressing these challenges, including
strengthening institutional capacity, enhancing accountability mechanisms, and
improving revenue mobilization. A study by Oyet and Egesa (2018) identified the role
of local government officials in improving financial performance. The study found
that local government officials who were knowledgeable about financial management
and had strong leadership skills were more likely to improve financial performance.
The study recommended the need for continuous training and capacity building for
local government officials to enhance their financial management skills. Financial
performance remains a significant challenge for local governments in Uganda. While
various policies and initiatives have been introduced to improve financial
management and accountability, challenges such as inadequate funding, weak
institutional capacity, and political interference still hinder progress. Strengthening
institutional capacity, enhancing accountability mechanisms, and improving revenue
mobilization are necessary for improving financial performance in local governments

in Uganda.

Compliance audit is a critical component of financial management in local

governments in Uganda, as its primary objective is to ensure adherence to legal and



regulatory requirements governing financial management (Kibwika et al., 2018).
Despite its importance, the effect of compliance audit on financial performance in
local governments in Uganda has received limited attention in the literature,

highlighting the need for further research in this area.

According to Odong and Mirembe (2018), "Value for Money Audit (VFM) is a
process that seeks to determine whether public resources have been used efficiently,
effectively, and economically to achieve the intended objectives” (p. 11). In the
context of local governments in Uganda, Value for Money audit aims to improve
financial performance by identifying areas where financial resources are being wasted

or not used appropriately.

The effects of Value for Money Audit on financial performance in Uganda is the case
of the Mbale District Local Government. According to a report by the Inspectorate of
Government (2017), the Mbale District Local Government conducted a Value for
Money Audit in 2015, which identified areas of inefficiency and waste in public
spending. The local government took corrective actions based on the Value for
Money Audit findings, which resulted in improved financial management and better
financial performance. For instance, the local government was able to reduce the cost
of fuel by 38% by introducing fuel rationing and reducing the use of government
vehicles. This resulted in a saving of UGX 200 million, which was used to finance
other priority areas in the district. Value for Money Audit has positive effects on
financial performance in local governments in Uganda. The audit promotes improved
financial management, increased accountability, improved service delivery, and

enhanced transparency, all of which contribute to better financial performance.



Forensic audit is a specialized type of audit that aims to detect and prevent fraudulent
activities in organizations, including local governments. It involves a systematic and
detailed examination of financial records, transactions, and documents to identify
irregularities, discrepancies, and other evidence of fraud or financial misconduct

(Hidayat, 2020).

The Institute of Internal Auditors (I11A) states that the purpose of internal audit is to
assess and enhance an organization's risk management, control, and governance
processes. If any of these areas are weak, the organization's reputation with
stakeholders may be compromised. While some organizations worldwide are required
to have internal audit, American municipalities are not mandated to do so. The
internal audit function is primarily a deterrent, which makes it difficult to quantify its
benefits objectively. This means that municipal leaders should understand the
conceptual nature of the internal audit function before making decisions about
allocating resources. The consequences of reducing or eliminating the internal audit
function may not be apparent until sometime after funding decisions have been made.
It important to emphasize the importance of internal audit in evaluating and enhancing
an organization's risk management, control, and governance processes. The role of
internal audit as a deterrent helps to identify weaknesses and prevent fraud and other
irregularities. However, the lack of measurable benefits makes it challenging to justify
the cost of internal audit to some organizations, such as American municipalities that
are not required to have it. Municipal leaders need to appreciate the conceptual nature
of internal audit to make informed decisions about resource allocation. This research
emphasizes the significance of internal audit and the need for additional studies to

fully comprehend its effects on organizational performance (Carl, 2013).



According to Kiamba (2008), the financial performance of local authorities in Kenya
is affected by several factors, including their political composition, the way internal
audits are carried out, and the management approaches employed by the chief
officers. This is further related to the councils' failure to regularly evaluate their
performance, inadequate coordination between internal and external assurance
providers, and high staff turnover and transfers within the top management of the
councils. These findings are consistent with previous research on corporate
governance. There is need to emphasize the importance of good governance practices
in achieving optimal financial performance for local authorities in Kenya. The
political composition of these authorities, as well as how they conduct internal audits
and manage their resources, all have an impact on their financial performance.
Additionally, a lack of regular performance assessments and inadequate coordination
between internal and external assurance providers can hinder financial performance.
This echoes findings from earlier research on corporate governance, which highlight
the importance of effective governance practices for improving financial performance
in organizations. It is important to underscore the need for local authorities in Kenya

to adopt sound governance practices to enhance their financial performance.

Bugembe (2018) study's results demonstrated that control activities have a strong and
beneficial correlation with financial performance. Control activities encompass
policies and procedures that are intended to ensure that management directives are
successfully executed. These policies and procedures provide guidance for prompt
responses, which help in accomplishing the organization's objectives and goals. The
research findings suggest that dependable accountability, adherence to rules and
regulations, and timely actions have a positive influence on financial performance. In

simpler terms, the study shows that implementing policies and procedures to ensure



management directives are carried out properly has a positive impact on an
organization's financial performance. When organizations have reliable
accountability, follow rules and regulations, and take prompt actions, they are more
likely to achieve their objectives and goals, leading to better financial performance.
The findings of this study emphasize the importance of control activities in improving
financial performance. Organizations should prioritize the implementation of control
activities, such as policies and procedures, to ensure that management directives are
executed efficiently. By doing so, they can improve accountability, compliance, and

timely actions, which can lead to better financial performance.

The Government of Uganda is dedicated to enhancing service delivery to all its
citizens, as evident through several initiatives that aim to bring services closer to the
people. From the fiscal year 2015/16, the Government began implementing reforms to
enhance the financing of Local Governments (LGs) to fulfill their legal mandates. The
reforms aim to ensure that the resources provided to Local Governments are equitably
distributed to meet local needs and national priorities, while being accounted for
properly (GoU, 2018). It is important to note that the Ugandan government is
determined to improve the way it provides services to its citizens by implementing
initiatives that bring services closer to the people. As part of this effort, the
government has reformed the financing of Local Governments to ensure that
resources are allocated fairly to meet local needs and national priorities, while also
being properly accounted for. These reforms aim to enhance the effectiveness and

efficiency of service delivery to citizens.

Lunkuse (2019) found a noteworthy association between internal auditing and

financial performance, non-financial performance, and managerial performance. As a



result, Local Governments should conduct internal auditing to enhance their financial,
non-financial, and managerial performance, as well as overall performance. The study
discovered a robust positive correlation of 0.75, implying that internal auditing has a
significant positive influence on the overall performance of Local Governments in
Uganda. The regression analysis showed that a unit change in internal auditing
improves the performance of Local Governments by 85%. Consequently, the study
recommends putting more emphasis on internal auditing since it promotes
organizational performance. Furthermore, there is a need to recruit additional human
resources personnel in the internal auditing field to enhance the entity's performance,
and it is crucial to emphasize budget and planning for departments to facilitate control

measures and enable proper financial reporting in Local Governments.

Alinaitwe (2011) has explained that there is a positive relationship between the
variables of the study, and the performance of Local Governments has been
reasonably satisfactory. The study also found that the internal audit function in Local
Governments was performing fairly well. However, the fair performance was due to
the lack of complete independence of internal auditors, inappropriate internal controls,
and management's reluctance to implement the recommendations of the internal
auditor. To enhance performance, district management should limit politicians'
influence on the internal auditor's work, review and evaluate internal controls to
prevent manipulations, and establish or strengthen disciplinary measures regarding the
manipulation or override of these controls. The study implies that internal audit plays
a critical role in financial management in Local Government entities, such as Mbale
District Local Government. To support this claim, the section will use existing
literature, statistics, and references to explore the impact of internal audit on financial

performance in Mbale District Local Government. The findings will highlight the



importance of effective internal audit practices in promoting financial performance in

Local Governments.

Alinaitwe's (2011) study establishes the importance of the internal audit function in
promoting the financial performance of Local Governments. The study's findings
indicate that the fair performance of the internal audit function is due to limitations in
independence, inappropriate internal controls, and management's reluctance to
implement recommendations. These limitations highlight the need to enhance the

internal audit function to support financial performance.

Knechel and Salterio (2016) define internal audit as a process that involves evaluating
an organization's operations and identifying areas that require improvement. The
process includes assessing financial and non-financial systems, procedures, and
policies to ensure alignment with the organization's objectives. The authors highlight
that internal audit plays a critical role in promoting accountability, transparency, and
efficiency in financial management. These factors are essential for achieving financial
performance in organizations. Knechel and Salterio's (2016) definition of internal
audit emphasizes the importance of the process in evaluating an organization's
operations and identifying areas that need improvement. The authors highlight that
internal audit promotes accountability, transparency, and efficiency in financial
management, which are crucial for achieving financial performance. The definition

highlights the significance of effective internal audit practices in organizations.

Several studies have demonstrated that internal audit positively affects financial
performance in organizations. For instance, Alzeban and Gao (2017) investigated the
impact of internal audit on financial performance in Saudi Arabian firms and found

that it had a significant positive impact, particularly in reducing financial risk and



improving the quality of financial reporting. Similarly, Shahid, Akbar, and Waheed
(2018) examined the relationship between internal audit and financial performance in
Pakistani banks. The study showed that internal audit had a significant positive effect
on financial performance, particularly in terms of improving profitability, asset
quality, and risk management. The results of these studies indicate that effective
internal audit practices can significantly enhance the financial performance of
organizations. By improving financial reporting quality, reducing financial risks, and
enhancing risk management, internal audit can help organizations achieve better
financial outcomes. Thus, organizations should prioritize and invest in their internal
audit functions to ensure that they operate effectively and efficiently, leading to better

financial performance.

According to data, internal audit is a critical factor that contributes significantly to
financial performance. For instance, in 2017, the Institute of Internal Auditors (11A)
conducted a survey which revealed that 92% of organizations with effective internal
audit functions experienced improved financial performance. The survey further
highlighted that organizations with effective internal audit functions experienced
fewer instances of fraud and other financial irregularities, leading to improved
financial performance. These statistics emphasize the importance of internal audit in
promoting financial performance in organizations. By implementing effective internal
audit functions, organizations can achieve better financial outcomes by reducing
financial risks, enhancing accountability, and improving the quality of financial
reporting. Thus, it is crucial for organizations to prioritize internal audit and invest in

it to promote financial performance.



1.2.

A study by Lunkuse (2019) found a significant relationship between internal auditing
and financial performance in local governments in Uganda. The study revealed that
internal auditing had a strong positive impact on the overall performance of local
governments in Uganda, with a positive change in performance by 85% for every unit
change in internal auditing. However, there is a lack of research on the effect of
internal auditing on financial performance specifically in Mbale District Local
Government. Alinaitwe (2011) also found that the internal audit function in local
governments was not entirely independent, leading to inappropriate internal controls
and management's reluctance to attend to the recommendations of internal auditors.
This study highlights the need for improved internal audit functions in local
governments, including Mbale District Local Government, to enhance financial

performance.

Statement of the Problem

Financial performance in Mbale District Local Government is on the decline. The
Auditor General Reports for the last three financial years (2018/19, 2019/2020 and
2020/2021) and District Annual Financial Report (2021) indicate a drastic fall or
decline in district financial performance. According to the Auditor General's report
for the financial year 2019/2020, Mbale District Local Government incurred a deficit
of 2.8 billion Uganda shillings, which was attributed to inadequate revenue collection
and high expenditure on salaries and wages (Office of the Auditor General, 2020).
This deficit indicates a need for better financial management and performance in
Mbale District Local Government. There is low quality of financial reports; late or
delayed submission of quarterly financial reports to Ministry of Finance, Planning and

Economic Development, Kampala; late preparation of Budget Framework Papers by

10



