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ABSTRACT

The financial performance of SMEs is a major concern for Uganda with high rates of solvency among
these enterprises. Financial literacy has been identified as a one of the key competencies required for the
establishing, management and thriving of SMEs. However, the exact effect they have on the financial
performance of SMEs hasn’t been fully established by the available literature thus the need for further
research in this area. Therefore, basing on the logic of Resource Based Theory, the study sought to
examine the effect of financial literacy on financial performance of small and medium enterprises in
Mbale city where it was guided by three objectives that include to analyse the effect of debt
management literacy on the financial performance, to assess the effect of budgeting literacy on the
financial performance of Small andMedium enterprises and to examine the effect of book keeping literacy
on the financial performance of Small and Medium enterprises. The researcher deployed across sectional
survey design where a sample of 52 SMEs was selected using simple random sampling technique.
Responses were collected using an open ended questionnaire. Data collected was analysed using SPSS
version 2020 where correlation and regression analysis was performed toestablish the effect between the
variables. The study established that debt management literacy, budgeting literacy and book keeping
literacy significantly and statistically affect and predict financial performance of SMEs. The study
recommends that government and other development partners should institute financial literacy training
programs and therefore employ people with necessary knowledge to run their operation. The study
further suggests that further research on other dimensions of financial literacy like savings,
accountability, and investment so as to make a generalization of effect of financial literacy on the

financialperformanceofSMEs.
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CHAPTER ONE:
INTRODUCTION

1.0 Introduction
This chapter contains the background of the study, statement of the problem, objectives, and research

questions, scope of the study, significance of the study, conceptual framework and definition of key
terms.

1.1 Background of the study
Small Medium Enterprises are considered to be critical in the economies of high income countries, small

enterprises constitute 95% of business in the OECD regions (OECD 2005). In this regard Agyapong &
Attram (2019) presented that in developing countries small enterprises are the main source of
employment, they generate and make use of innovations and contribute significantly to economic
growth.

According to Abor (2016), most of the SMEs are difficult to develop due to various conventional
problems that cannot be resolved entirely, such as problems with the capacity and quality of human
resources, limited sales, financing, marketing and various other issues related to business management,
so that SMEs find it difficult to survive for a longer period.

Financial literacy is the ability to use knowledge and skills to manage one’s financial resources
effectively for life time financial security (Mandell, 1997).

Globally, according to SME Development Authority (SMEDA) of Pakistan, it estimates that low level of
market growth and low profitability causes a decline of 80% to 90% of the SMEs which fail within the
first 4 years and that only 1 in 20 is in existence after 25 years.

Also, according to United States, Small Business Administration (SBA, 2012), 67% of small and
medium enterprises survive for the first two years. New ones formed in the past 5 years fail at an
alarming rate of 80% due to lack of skills, limited access to market and credit (Avorit,
Bunyaminu&Wereko, 2013).

In South Africa, according to Adeniran and Johnston, (2011) estimated that the failure rate of SMEs is
between 70% and 80%. Temtime & Pansiri (2004) found that factors related to low market growth and
low sales growth are the most significant leading to the failure of SMEs. Also Pinhold (2008) argues that
SMEs in South Africa are formed at a rate that is far higher than is needed by the economy meaning that
there is high competition among them and this leads to low performance.

In Zimbabwe according to SEDCO (2004), about 60% of SMEs fail in the first year of establishment,
25% fail within the first three years and the remaining 15% are likely to survive. This therefore implies
that about 85% of them will eventually collapse because of low profitability and low level of market

growth due to limited industry experience and knowledge.
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