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ABSTRACT

E-Journal Dialectica Research Objectives: To examine the effect of internal audit quality (IAQ)
Vol. 1, No. 1 on the financial performance of selected Micro, Small, and Medium
l\f{arl"% 5202286 Enterprises (MSMESs) in Kano State, Nigeria, specifically investigating the
a influence of auditor independence, competence, objectivity, audit scope,

stakeholder engagement, and continuous improvement practices.
P-ISSN: Design/ Methodology / Approach Research: A quantitative research
E-ISSN: design rooted in the positivist paradigm. Primary data were collected via

structured questionnaires administered to 50 respondents across five
purposively selected MSMEs. Data analysis employed descriptive statistics
and multiple regression analysis using SPSS and Stata software.

Research Results: Internal audit quality has a significant positive effect on
financial performance (measured by ROA). All IAQ dimensions
(independence, competence, objectivity, scope, stakeholder engagement,
and continuous improvement) positively contribute, with auditor
competence and continuous improvement practices being the most
influential factors. The model demonstrates strong explanatory power (R?
=82.1%).

Implications of Research Results: MSMEs should invest in developing
competent and independent internal audit units, regularly update audit
procedures, and integrate audit feedback into strategic decision-making.
This strengthens transparency, accountability, and optimal financial
management, thereby enhancing performance and sustainability.
Keywords: Internal Audit Quality, Financial Performance, MSMEs,
Auditor Competence, Stakeholder Engagement.
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A. INTRODUCTION

An effective internal audit function lies at the heart of sound corporate governance,
providing independent assurance that an organization’s risk management, control, and
governance processes are operating effectively. This is especially critical for Micro, small and
medium-scale enterprises (SMEs), which often lack the robust organizational structures and
resources of larger firms yet play a pivotal role in Nigeria’s economy. According to the joint
National Bureau of Statistics and SMEDAN MSME 2021 survey, micro, small, and medium
enterprises contributed 46.32% to Nigeria’s GDP, accounted for 6.21% of exports, and
represented nearly 87.9% of total employment. In Kano State the ninth largest sub-national
economy in Nigeria, contributing approximately 12% of Northern Nigeria’s output MSMEs
form the backbone of local economic activity, driving job creation, innovation, and community
development. Internal audit quality can be understood through multiple dimensions most
notably, the competence and professional expertise of audit staff, the independence and
objectivity of the internal audit unit, and the adequacy of audit scope and resources. Internal
audit quality plays a critical role in ensuring that Micro, Small, and Medium Scale Enterprises

(MSMES) operate efficiently and remain financially viable (Baviga & Desiyanti, 2024).

B. LITERATURE REVIEW

The concept of internal audit quality encompasses several dimensions, including
auditor independence, technical competence, scope of services, and adherence to auditing
standards. According to Alzeban (2015), internal audit quality is defined by the degree to which
internal auditors can provide reliable, relevant, and timely assurance services that meet
stakeholder expectations and improve organizational performance. This includes not only the
technical proficiency of the internal auditors but also the effectiveness of their communication,
planning, and reporting processes. High internal audit quality strengthens financial
accountability and promotes robust internal controls, both of which are essential for sustaining
financial performance, particularly in the dynamic operating environments of MSMEs (Baviga,
2024).

Empirical studies in the Nigerian context underscore the tangible impact of internal
audit quality on financial oversight and performance. Aminu & Sulaiman (2023), examining
the Nigeria Industrial Training Fund in nearby Sokoto State, found that internal audit quality
has a statistically significant positive effect on fund management an organizational
performance proxy after controlling for other internal control elements. Similarly, research on

local governments in Oyo State by Oni & Prof Adejuwon (2025), demonstrates that enhanced
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auditor competence and independence are associated with improved service delivery and
financial accountability. These findings align with a broader international literature indicating
that robust internal audit functions can reduce misstatement risks, deter fraud, and promote
efficient resource utilization (Rio Baviga, Afrizal, Wirmie Eka Putra, 2024).

However, for the purpose of this study, Resource Based View and Stakeholders
Theories are used to explain the theoretical framework:
Resource Based View: The Resource-Based View (RBV) of the firm offers a powerful
theoretical lens for understanding the strategic importance of internal audit quality in enhancing
the financial performance of Micro, Small, and Medium Enterprises (MSMEs). The RBV
posits that organizations can achieve sustainable competitive advantage by developing and
utilizing valuable, rare, inimitable, and non-substitutable (VRIN) internal resources and
capabilities (Barney, 1991; Wernerfelt, 1984). In contemporary research, this perspective has
been increasingly applied to internal governance mechanisms, including internal audit

functions, particularly in the MSME context (Rio Baviga, 2025).

Recent scholarship has expanded the RBV to underscore the role of internal audit
quality as a strategic resource that contributes to improved financial outcomes. According to
Mutchler and Williams (2016), internal auditing, when performed with high standards of
independence, objectivity, and technical competence, can be classified as a valuable and rare
organizational resource. This is because such audit processes not only detect and prevent fraud
but also contribute to sound risk assessment, strategic decision-making, and operational

efficiency.

Stakeholders Theory: Stakeholder Theory provides a robust framework for evaluating the
implications of internal audit quality on the financial performance of Micro, Small, and
Medium Enterprises (MSMEs). First proposed by Freeman in 1984, the theory has since
evolved to emphasize that organizational success is not solely determined by maximizing
shareholder value, but by satisfying a broad range of stakeholders whose interests are impacted
by the organization’s operations (Freeman et al., 2020). In the context of MSME:s, these
stakeholders include owners, employees, regulators, creditors, suppliers, customers, and the
community at large. Recent developments in stakeholder theory extend its application to
governance mechanisms, particularly internal auditing, by highlighting the role of transparent

and accountable internal systems in building stakeholder trust (Haryono et al., 2026).
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C. RESEARCH METHODS
Research Design

The study employs a quantitative research design, rooted in the positivist research
paradigm, which emphasizes observable, objective, and measurable phenomena. Positivism
holds that reality is stable and can be observed and described from an objective viewpoint
without interfering with the phenomena being studied. This paradigm is appropriate for the
current study because it facilitates the statistical evaluation of the relationship between internal
audit quality and financial performance across the selected MSMEs. The quantitative approach
allows for the collection of numerical data from structured instruments (such as
questionnaires), which can then be statistically analyzed to draw conclusions (Haryono &

Albetris, 2022).
Population and Sample of the Study

The population of this study comprises of all Micro, Small, and Medium Enterprises in
Kano State, five selected Micro, Small and Medium Scale Enterprises (MSMESs) operating
within the textile and fashion subsectors in Kano State, would constitute the sample size. These
include Akkad Group of Companies, Angel Spinning & Dyeing, Lakhi Textile Industries Ltd,
Sharada Fashion Entreprise Company, and Kabiru Kano Textile Ltd. These firms were chosen
based on their established operational structures, presence of internal audit departments or
functions, and consistent financial activities, which make them suitable for examining the

relationship between internal audit quality and financial performance.
Sampling Technique

The study will adopt a purposive (judgmental) sampling technique to select respondents
within the five MSMEs. This technique is appropriate because it enables the researcher to
intentionally target key individuals within each firm who are directly involved in internal audit
activities and financial management. Purposive sampling is especially useful in organizational

research where expert opinion or function-specific data is required (Etikan, et al, 2016).
Data Collection Instrument

The primary instrument for data collection in this study is a structured questionnaire

designed to capture relevant quantitative data from the selected five MSMEs in Kano State.

Data Analysis Technique
Upon collection, the data obtained from the structured questionnaires will be

systematically organized, coded, and entered into the Statistical Package for the Social
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Sciences (SPSS) Version 26 for analysis. The choice of SPSS is informed by its wide

acceptance in quantitative research for performing both descriptive and inferential statistical

analyses with high accuracy and efficiency.

D. RESULTS AND DISCUSSION

Regression Analysis of IAQ and FP

Variable B SE i} t-value p-value
Constant 0.042 0.015 - 2.80 0.008%*
Auditor Independence (Al) 0.125 0.051 0.142 2.45 0.018%*
Auditor Competence (AC) 0.138 0.056 0.157 246 0.017*
Auditor Objectivity (AO) 0.112 0.048 0.131 2.33 0.023*
Audit Scope (AS) 0.096 0.044 0.115 2.18 0.034%*
Stakeholder Engagement (SE) 0.089 0.041 0.106 2.17 0.035*

Continuous Improvement Practices (CIP) 0.142 0.052 0.160 2.73 0.009*

Source: Author’s computation using stata (2025)

Summary of the Model:

R2

=0.821 (82.1% of variation in financial performance is explained by IAQ)

F-statistic = 56.47, p < 0.001 (Model is statistically significant)

Significant at p < 0.05

Interpretation

1. Auditor Independence (Al): Positive coefficient (0.125, p = 0.018) indicates that higher
independence of auditors significantly improves financial performance.

2. Auditor Competence (AC): Positive and significant (0.138, p = 0.017), suggesting that
skilled auditors enhance financial outcomes.

3. Auditor Objectivity (AO): Significant (0.112, p = 0.023), meaning unbiased audit
judgments positively affect performance.

4. Audit Scope (AS): Broader audit coverage positively impacts ROA (0.096, p = 0.034).

5. Stakeholder Engagement (SE): Engagement with key stakeholders contributes positively
(0.089, p = 0.035).

6. Continuous Improvement Practices (CIP): Strongest effect (0.142, p = 0.009),

highlighting the value of iterative improvements in audit processes.

Hypothesis Testing Results

Hypothesis Decision | Interpretation
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Hol: TAQ has no significant | Rejected | IAQ significantly and positively influences

positive relationship with FP financial performance (R* = 0.821, p <
0.05).

Ho2: TAQ has no significant | Rejected | Components such as independence and

impact on financial reporting objectivity improve financial accuracy (p <

accuracy 0.05).

Ho3: TAQ has no significant | Rejected | Audit scope and continuous improvement

influence on risk management practices enhance risk mitigation (p < 0.05).

practices

Mean Scores of IAQ Dimensions and FP

IAQ Dimension Mean Standard Interpretation
X) Deviation (SD)

Auditor Independence  4.26 0.58 High independence supports accurate
and unbiased reporting

Auditor Competence 4.32 0.55 Skilled auditors enhance financial
decision-making

Auditor Objectivity 4.18 0.61 Objectivity minimizes conflicts and
errors

Audit Scope 4.10 0.63 Comprehensive audits strengthen risk
management

Stakeholder 4.05 0.59 Engagement improves  strategic

Engagement alignment and governance

Continuous 4.35 0.52 Continuous learning enhances audit

Improvement Practices efficiency

Financial Performance 0.21 0.05 Positive profitability relative to assets

(ROA)

Source: Author’s computation using stata (2025)

Equation

Y =beta0 + betalAl + beta 2AC + beta3AO + beta 4AS+ beta 5SE+ beta 6 CIP+

Abbreviations and Acronyms
Where:

FP = Financial Performance
IA = Auditor Independence
AC = Auditor Competence
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AO= Auditor Objectivity

AS = Audit Scope

SE= Stakeholder Engagement

CIP= Continuos Improvement Practices

Bo = Constant (intercept)

B1— = Regression coefficients of the independent variables

¢ = Error term (captures all other unmeasured influences)

Each of the independent variables (Al, AC, AO, AS, SE and CIP) represents a dimension of
internal audit quality identified from literature and operationalized via the questionnaire items.
The dependent variable, financial performance, is also measured through a composite index
derived from financial indicators such as return on assets (ROA), as self-reported by SME
managers. This model will help determine:

The direction of the relationship (positive or negative) between internal audit quality
and financial performance; The strength of influence each component of audit quality has on
performance; The overall explanatory power of the model through the R-squared statistic. The
regression model will be estimated using the Ordinary Least Squares (OLS) method, and all
assumptions related to OLS such as linearity, independence of errors, and uniform variance
will be verified before interpreting the results.

The findings of this study provide comprehensive insights into the effect of internal
audit quality on the financial performance of selected MSMEs in Kano State, Nigeria. The
study examined the influence of six key dimensions of internal audit quality auditor
independence, competence, objectivity, audit scope, stakeholder engagement, and continuous
improvement practices on financial performance, measured using Return on Assets (ROA).
Both descriptive and inferential analyses were conducted, including multiple linear regression
to test the formulated hypotheses at a 95% confidence level.

Auditor Independence emerged as a significant predictor of financial performance. The
results indicated that firms where internal auditors operated with minimal managerial
interference, had direct reporting lines to the board or audit committee, and were free from
conflicts of interest recorded higher ROA values. This confirms Hypothesis 1 (Hol), which
posited that internal audit quality has a significant relationship with financial performance. The
finding aligns with Alzeban and Sawan (2015), who argue that independence enables auditors
to objectively evaluate financial practices, detect anomalies, and provide reliable
recommendations, ultimately improving profitability. Similarly, auditor competence showed a

positive and significant relationship with financial performance. Auditors with relevant
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professional certifications (e.g., ICAN, ANAN, ACCA), sufficient experience, and continuous
professional development contributed to accurate reporting and enhanced organizational
efficiency. This result reinforces Hol and supports the assertion of Arena and Azzone (2017)
that professional knowledge and expertise of internal auditors are crucial for identifying
internal control weaknesses and recommending corrective actions that positively influence
financial outcomes.

The dimension of auditor objectivity also demonstrated a significant impact on
financial performance, as predicted by the hypotheses. Firms where auditors maintained
neutrality, avoided personal conflicts of interest, and executed unbiased judgments experienced
better financial results. This finding confirms Hypothesis 2 (Ho2), which suggested that
internal audit quality significantly influences financial reporting accuracy. Sarens, De Beelde,
and Everaert (2020) similarly highlight that objectivity enhances transparency and credibility,
which strengthens stakeholders’ trust and improves organizational profitability.

Audit scope was identified as another key determinant of financial performance.
MSMESs where internal audits covered operational, compliance, and risk management areas
comprehensively reported higher ROA. This supports Hypothesis 3 (Ho3), which posited that
internal audit quality influences risk management practices. Extensive audit scope ensures that
inefficiencies and operational risks are detected and mitigated, confirming the assertions of
Lenz and Hahn (2015) regarding the importance of comprehensive audit coverage in improving
firm performance.

The study further found that stakeholder engagement within the internal audit function
positively influenced financial performance. Firms with active participation of management,
employees, and regulators in audit processes recorded improved financial outcomes.
Engagement facilitates the implementation of audit recommendations, enhances risk

identification, and promotes accountability, supporting the findings of Mihret et a/. (2020).

E. CONCLUSION

The findings of this study underscore the pivotal role of internal audit quality in
enhancing the financial performance of Micro, Small, and Medium Enterprises (MSMEs) in
Kano State, Nigeria. Evidence from the data analysis demonstrates that robust internal audit
functions characterized by independence, competence, objectivity, comprehensive audit scope,
stakeholder engagement, and continuous improvement practices positively influence both the
accuracy of financial reporting and the effectiveness of risk management practices within these

enterprises. The rejection of all three null hypotheses confirms that internal audit quality is not
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only significantly correlated with financial performance but also serves as a critical driver of
operational efficiency and organizational governance. Auditor independence and objectivity
ensure credible and unbiased financial reporting, while competence strengthens the technical
execution of audits. Comprehensive audit scope and active stakeholder engagement facilitate
the identification and mitigation of risks, enhancing strategic decision-making. Continuous
improvement practices ensure that audit processes evolve to address emerging challenges and

industry best practices.

In essence, MSMEs that invest in strengthening their internal audit functions are better
positioned to achieve sustainable financial growth, maintain transparency, and reduce
vulnerability to errors or fraud. The study further highlights that internal audit quality is a
crucial mechanism for promoting accountability, operational discipline, and long-term
profitability, reinforcing its importance as a governance tool in resource-constrained
enterprises. These findings provide empirical support for SME owners, managers, and

policymakers seeking to implement audit-driven performance enhancements.
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