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Abstract:

Most businesses have underperformed due to the ever-changing environmental forces that affect
the operation of commercial enterprises. Strong internal control systems are necessary for the
institutions to implement sound revenue collection practices. Regarding the link between internal
control systems and revenue generation, actual research in this area is scarce. The main objective
of this research was to determine the effects of internal control components on revenue
generation in Kenyan companies. The specific objectives focused on the effects of control
environments, risk assessment, and control activities in Kenya. Agency theory and stewardship
theory will serve as the study’s foundation. The study engaged in a literature review approach to
find out whether there is a direct relationship between the internal control components and
revenue generation. The study reached the conclusion that budgets heavily rely on revenue
collection, which is essential to financial management. According to the report, management
should continuously improve internal control procedures to keep the system current with
expanding operational capability, regular internal training, and employee development.
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1. Introduction

According to Frazer (2012), "internal control components" refer to all the policies
and processes management utilizes to ensure the veracity of financial reporting,
compliance with laws and regulations, and the effectiveness and efficiency of
operational activities. Every person at work should be concerned with internal control
because it exemplifies their moral duty to be aware of, follow, and hold themselves
accountable for the organization's policies and regulations. The internal control
component’s main purpose is to aid with entity protection and promotion of its
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objectives. They also help to reduce risks, assure information correctness, and increase
operation effectiveness.

Numerous firms are required to provide reports on the effectiveness of internal
control over financial reporting, which compels them to create detailed documentation
to support their certifications and statements. Internal control guarantees that
operations are effective and efficient, financial reporting is reliable, and the organization
is in conformity with all applicable laws and regulations. Kenya Revenue Authority also
employs an internal control system in its operations through the use of a computerized
accounting system that handles the issues of authorization and verification, key
elements in risk assessment and auditing procedures, and ensures compliance with the
rules and regulations governing corporate financial reporting. Muhunyo and Jagongo
(2018) state that the growth of business units has promoted internal control since it
promotes orderly business operations, including adherence to internal policies. Only
with the right internal control in place can the completeness and correctness of
accounting records and preparation be achieved. Sigilai (2016) states that the audit
committee is responsible for keeping an eye on these controls and evaluating their
overall performance. Revenue being part of what is included in financial reports makes
it have a lucid connection with the internal control components installed. It is expected
that strong internal control components will yield a good return on revenue as compared
to a weak and inefficient one.

Revenue is the gross inflow of cash, receivables, or other consideration resulting
from a company’s normal business operation from sales of goods, provision of services,
and usage of other enterprises' resources producing interest (Cascini, DelFavero, &
Bezner, 2014). Revenue acts as a tool that indicates the performance of the company,
as it is a reflection of the money a business makes when it sells goods or services to its
clients. The ability to generate revenue solely comes from sales of products and
services, and sometimes the revenue collected is not a true reflection of the actual
revenue generated. This might be because of fraudulent activities by staff members,
cyberattacks that bypass the revenue system firewall, poor revenue collection methods,
poor financial reporting standards, etc. This thus demands a strong internal control
system that will neutralize such risks and threats. Although there are many different
internal components, for the sake of this study, internal control components will only
include control environment, risk assessment, and control activities.

Financial management, which is concerned with the acquisition, financing, and
administration of assets inside an organization, includes internal control components
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such as control environment, control activities, and risk assessment. A company where
risk assessment, control environment, and control activities are well coordinated tends
to have a positive effect on revenue generation. Lister (2010) states that the fall in a
company’s revenue leads to it borrowing more money to cover its expenses, which puts
the company in serious debt, thereby jeopardizing its sovereignty. Numerous studies
have been conducted in Kenya, but none show a direct relationship between revenue
and internal control at major companies in Kenya. Maina et al. (2016) conducted
research on how internal control affects how projects are implemented in the Kenyan
county government. The researchers, however, only examined one aspect of internal
control. This study focuses on the three components of internal control.

Muio (2012) examined how internal controls affected the financial performance of
private hospitals in Nairobi and found a significant link between the effectiveness of the
internal controls and financial performance. This thesis sought to expound on the
relationship between revenue generated and internal control. Njui (2012) looked into
how well internal control and audit promoted good governance in the Kenyan public
sector and discovered that internal control and risk management had the greatest
impact on corporate governance, while compliance and consultation had the least
influence. Though various research was done relating to internal control, with some
failing to include other aspects of its components and no direct relation between its
components and revenue generation, this study therefore sought to provide a solution
through a project aimed at This study seeks to establish if the absence of internal control
components contributes to the amount of revenue generated.

2. Theoretical Review

A theory is a formal description of the principles upon which a field of study is
based, thoughts put forth to elucidate on a fact or event. This study used two theories
to explain the relationship between the variables. The theories include Agency theory
and Stewardship theory.

2.1 Agency Theory

Agency theory was created by Jensen and Meckling in 1976, and according to
this theory, an agency relationship is a legal arrangement in which one or more people
(the principal(s)) hire another person (the agent) to carry out a certain task on their
behalf, giving the agent the power to make decisions. It is a theory that examines the
interaction of two parties: management, who act as the agents, and the investors, who
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are the principals in this case. The agents perform specific tasks, and the principal
agrees to pay the agent. Since managers are tasked with the responsibility of handling
the firm's resources, they are exposed to and knowledgeable about the activities of the
firm more than the investors. This imbalance of information makes it hard for the
investors to monitor whether the agent is working to fulfill their interests or not.
Muhunyo and Jagongo (2018) state that agency theory sees businesses as
crucial organizational structures for enforcing contracts, which are a means of
exercising control that lessens agents' opportunistic behavior. According to the theory,
a thorough contract is drafted to meet the interests of both the agent and the principal
in order to balance their interests. The principal’s use of an expert and tools to keep an
eye on the agent strengthens the relationship between them. Management must
therefore engage in controls including budgetary processes, internal audit committees,
bonus programs, monitoring, and disclosure procedures to try to balance the agent’s
and principal’s desires and lessen information asymmetry (Dubihlela & Ngala, 2017).
This theory is applicable to this study since internal control is one of many
strategies employed by investors to manage the agency problem by minimizing agency
costs that have an impact on revenue and performance in an organization. Internal
control reduces information asymmetry and investor risk by improving investors' ability
to obtain critical information about the agent under management's actions. For this
study, this theory was used to showcase the control policies that Kenyan companies
have employed to harmonize the interests of the principal and the agent, thereby
establishing whether agencies support the nature of the control environment, control

activities, and risk assessment.

2.2 Stewardship Theory

Keay (2017) describes stewardship theory as a theory that asserts managers will
use their resources responsibly if left alone. Donaldson and Davis developed this theory
in 1991. Good stewards collaborate with others rather than work alone; they are also
not motivated by their own interests, unlike agents who subscribe to the agency theory.
From a steward's point of view, if work is done for the benefit of the business as a whole,
the individualistic nature and opportunity of fulfilling one’s objectives and goals will be
achieved in the process.

Contrary to agency theory, stewardship theory emphasizes senior management’s
duty as stewards, integrating their goals into the firm as a whole rather than from an
individualist standpoint. According to the stewardship concept, when a company’s
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objectives and goals are realized, stewards are happy and inspired. According to Argyris
(1973), whereas stewardship theory recognizes the need for a framework that
empowers the steward and allows maximal autonomy built on trust, agency theory
views employees as economic beings, thereby suppressing individualism's desires. It
places emphasis on the fact that, for the maximization of profits for shareholders,
executives must act with greater independence. Since executives and managers are
practitioners of their profession in their respective careers, in order to be perceived as
competent stewards of their organization, they return money to investors in part to
establish a positive reputation that will allow them to re-enter the market in the future
with strong credentials for financing.

Muhunyo and Jagongo (2018) promulgate that stewardship theory does not
highlight the necessity to incur monitoring or agency costs, which include creating an
internal audit function, as can be seen from the foregoing theory of agency. With this
much said, Donaldson and Davis (1991) also point out that combining these two views
rather than keeping them apart improves returns, suggesting that management must
find a compromise. The fact that managers of companies act as stewards of their
respective institutions—owners, customers, suppliers, creditors, and employees—lends
credence to this study from the steward theory.

3. Literature Discussion

3.1 Effects of Control Environment on Revenue Generation

The control environment shapes people’s awareness, which determines the tone
of the organization. The control environment serves as the foundation for all other
components of the internal control system. It includes elements like management’s
philosophy and its operating style, the structure of the organization, the competence
and dedication of the people performing tasks, auditors and directors, and the integrity
and ethical values of personnel tasked with establishing, managing, and overseeing the
controls (Ibrahim, 2017). An internal auditor is crucial to a company's internal control
system, which evaluates the effectiveness of the organization. He also has a duty to
make sure the organization is operating in a way that will enable it to meet its goals
(Midecha, 2022). Additionally, the internal auditor is responsible for examining the
accuracy of the entity's accounting records and internal control system (Kamau, 2022).
The control environment displays the management philosophy and practices regarding
the value of internal control in income generation. The historicity and culture of the
organization also have an impact on the control environment, which has an influence
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on how the organization's operations are organized. This fosters a supportive
environment for diligent management and internal control.

According to Sigilai (2017), revenue is the main source of fraud and abuse,
therefore needing a robust, comprehensive internal control system for collecting
revenue. An internal control system builds an organization's confidence in its capability
to carry out specific tasks, prevent mistakes and losses, and ensure compliance with all
applicable laws and regulations by monitoring and improving both the organizational
and financial activities of the firm. The maijority of internal control research is lacking
since it does not consider the control environment and its components. According to
Ahmed and Nganga (2019), a control environment improves by giving the principal more
knowledge about the conduct of the agent, thereby minimizing information asymmetry,
mitigating investor risks, and improving revenue generation and collection. This makes
it easy to measure a corporate entity’s financial success through how well it utilizes its
resources to produce revenues.

Magu and Kibati (2016) state that the control environment is set up to assure the
secure custody of all assets as well as to identify and protect against any fraud. Kenya
Farmers Association (KFA) Limited is battling issues with cash flow, delayed financial
reporting, and ineffective financial resource management. The outcome demonstrated
a favorable correlation between KFA's limited financial performance and its internal
control system. The control environment was responsible for 61.3% of the difference in
financial performance. The report suggested hiring more graduates and encouraging
management to devote more time to overseeing the internal control system.

3.1 Effects of risk assessment on revenue generation

Risk assessment is a critical task assigned to management in order to reduce
unpleasant surprises. Identifying and analyzing hazards that could affect achieving
goals is part of risk assessment. Management must develop control methods that
reduce risk exposure to a minimum that is acceptable (Khalid et al., 2018). Risk
assessment is the methodical evaluation of elements that may affect the likelihood that
an organization’s goals won’t be met, referring to the discovery and evaluation of
pertinent hazards related to accomplishing organizational goals (Khalid et al., 2018).
Management in organizations must carefully assess risk levels and work to keep those
risks within bounds. Therefore, it is up to management to install internal controls that
guarantee efficiency, accuracy, and effectiveness of financial reporting, legal and
regulatory compliance. This is accomplished by reviewing routine performance and
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evaluating the sufficiency and efficiency of the internal auditor department's controls
(Shankar, Choudhary, & Jharkharia, 2018).

Since there is a strong correlation between risk assessment and revenue
generation, changes in risk assessment will have an impact on how much money
institutions are able to bring in. Therefore, where risk assessment is properly conducted,
the amount of money collected increases. Furthermore, it was determined that internal
control helps ensure the accuracy of both internal and external reporting, promotes
operational effectiveness and efficiency, and aids in legal and regulatory compliance
(Agbenyo, Jiang, & Cobblah, 2018). Njagi (2018) adds that institutions should evaluate
and identify potential risks involved with accomplishing objectives to make sure that
organizers identify and assess pertinent hazards related to attaining the set objectives.
The evaluation makes sure that potential risks are reduced in accordance with the
institution's generally recognized accounting principles.

Ahmadabadi and Heravi (2019) contend that risk assessment needs to be
systematic and integrated into business practices. Additionally, the organization should
foster a culture of risk assessment as an ongoing interactive process because of the
dynamic nature of operating and economic factors affecting businesses. Internal
controls must be modified to meet changing risk, and new conditions, windows, and
risks must be identified and analyzed. Total risks must be considered in the value for
money (VFM) analysis because they depend on the service delivery method chosen.

3.1 Effect of control activities on the revenue generation

Policies, practices, and other mechanisms installed to guarantee that
management directions are correctly followed are referred to as "control activities." It is
easier to decide how control activities should be carried out when procedural rules are
properly and accurately documented. It also offers sufficient data for auditors to examine
the overall effectiveness of the control system in financial management activities. It is
the responsibility of external auditors to review the financial accounts and provide an
assessment of whether they provide a true and fair view at year's end. On the other
hand, internal auditors examine internal control mechanisms and provide management
with advice. Internal auditors report to management, whereas external auditors report
to those who utilize financial accounts (Kamau, Kariuki, & Musuya, 2017). This control
activity makes sure that all required steps are taken to address risks in order to meet
corporate objectives. Control activities take place across the entire organization and
cover a wide range of tasks such as reviews of operational performance, separation of
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functions by employees, authorization, and verification, of which the majority are
supported by the internal auditing function (Cantwell, 2019).

Awitta (2010) affirmed that control activities can assist businesses in ensuring that
they have already taken steps to reduce losses in accordance with achieving their goals.
In other studies, Nantunda et al. (2020) demonstrated how reviewing and validating
internal controls and adhering to authorization processes had a favorable impact on
financial performance. The research mentioned above demonstrates that a connection
between organizational effectiveness and authorization exists, though the empirical
findings were based on businesses in various industries.

Sigilai (2017) found out that the control environment had zero influence on
revenue collection in Nakuru’'s level five hospitals in Kenya. To improve revenue
collection, the study suggested setting revenue targets and installing accounting and
management systems. Matamande et al. (2014) conducted research on the revenue
authority of Zimbabwe’s internal controls. The study’s goal was to determine whether
internal control implementation measures boosted productivity, increased inflows of
money, and decreased revenue leakages. The study concluded that revenue collection
is crucial to financial management and that budgets depend largely on it. The study
recommended that the management should continually upgrade the internal control
activities to keep the system well updated with growing operational capacity, regular in-
house training, and staff development.

4. Summary and Conclusions

Since it ensures the protection of assets for the development of revenues, internal
control is a topic of interest to the management and many stakeholders. The majority of
the reviewed literature provides more comprehensive coverage from a broader
perspective. Additionally, it is presumptively assumed that internal control is in place
and that the concern only pertains to operational issues. Because the variables
discussed in the literature are only measurable within the research areas,
generalizations about the impact of internal control on all types of companies are not
possible. Internal control is thought to be a private sector idea as opposed to one that
applies to all companies, including those in the public sector. The maijority of the study
has focused on private companies, disregarding public organizations, which also have
a responsibility to fulfill obligations to numerous shareholders, among other things.
Reporting should be based on a value-for-money audit, which provides additional
information about internal controls.
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A lot of the studies that were discussed in the literature review did not explicitly
discuss how internal control affects revenue generation in the Kenyan economy. There
is a dearth of literature in the respective field, as some have failed to include important
internal control components that are fundamentally important to the research and the
results to be realized. The agency theory and the stewardship theory are the two ideas
that served as the foundation for this study, as they lucidly show how the dependent
and independent variables affect each other in a business structure such as the major
corporations in Kenya. A discussion of the empirical research on the control
environment, risk assessment, and control activities, which compose the three
constraints of the internal control system, followed. The conceptual framework was then
offered to highlight the independent and dependent variables and factors that affect
each one of them. It also showed how each independent variable relates to the
dependent variable, which constitutes the primary objective of the study. This marked
the conclusion of this paper.
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