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INTRODUCTION TO TAXATION AND DEVELOPMENT OF TAX POLICIES.
TAX- is a compulsory contribution to the government by the citizens that is used to pay for the expenses incurred for the common interest of all persons.
It is a compulsory contribution of the wealth of a person to the state
Characteristics of tax.
1. It’s compulsory.
2. It is a payment made by the taxpayers which is used by the government for the benefit of all citizens.
3. It is not levied in return of any specific services rendered by the government. (quid pro quo) i.e. No direct benefit
4. It is non Penal- not a punshment but a patriotic duty
Functions of the state.
1. Protection function-it’s the responsibility of the government to maintain peace, order and security in the country. The state has the responsibility of defending its citizen and borders against external aggression. For this purpose the government maintains a policy force and the armed forces.
2. Administration function-the government is responsible for proper administration of the country. Its therefore maintains various ministries, departments, reception which have been set-up to ensure proper and efficient administration.
3. Social function-the government provides social facilities to its citizen such as education, health, transport, communication and entertainment.
4. Development function-the government is responsible for the provision of infrastructure in the country.
Sources of public revenue.
· Taxation.
· Fees-this is the amount that are recovered by the government for rendering services or as price paid to receive official permission eg trade licenses, driving licenses fee etc.
· Fines-amount paid by someone for violation of the law.
· State property-the government is the custodian of all state such as mines, forestry, national parks and other natural resources.



· Sale of government entities.
· Parastatals


Purpose of taxation.
1. Public revenue.
2. Economic stability-taxes are imposed with a purpose of maintaining economic stability during the economic boom.
3. Fair distribution of resources/income-taxes is imposed to achieve equality in the distribution of the national income.
4. Protection policy-taxes are imposed for protection policy of the government import duty is levied on imported produce. This makes such import to be more expensive thus people are encouraged to use locally manufactured goods.
5. Social welfare
6. Enhancement of higher level of employment-the government imposes taxes in order to initiate finance. The government imposes taxes to complete development projects and other public works and such programme creates employment.
An optimal tax system is a system that has a maximum number of cannons of taxations.


Principles/Canon of taxation
1. Canon of equity/Equality. Taxes should be paid based on the ability to pay and not necessarily in the equal amount.
2. Canon of economy. Revenue collected from taxes should be more than the cost incurred in collecting that tax. Also the tax payer should afford to pay taxes.
3. Canon of certainty. A good tax system should ensure there is certainty since uncertainty brings about confusion.be certain of the amount of tax to pay.
4. Canon of convenience. Taxes should be paid in the most convenient manner e.g. VAT is conveniently paid when one incurs expenditure.
5. Canon of productivity. Tax should be productive in that it should bring in a more revenue to the government. However it should not overburden the taxpayer.
6. Canon of elasticity. The government should be able to adjust tax rates depending on the revenue requirement.
7. Canon of simplicity. The tax system should be simple. Taxpayer should be able to understand on how it is computed.
8. Canon of diversity-the taxes should be diverse to ensure that it covers all the aspects of the economy.
IMPACT, INCEDENCE AND TAX SHIFTING.

a) Tax impact-is the first point of contact of the tax payer. It’s upon the person who bears the first responsibility of paying it to the government./ Responsibility of payment
b) Tax incidence-is the final vesting point of a tax payer. It’s upon the economic unit which finally bears the money burden of the tax/ Actual economic benefit
c) Tax shifting-is the process of transferring money burden from one person to the other through transaction.it can either:
· Forward shifting –when the tax burden is transferred to the consumer of the product.
· Backward shifting-when producer transfers the burden to the suppliers of factors of production.
Theories of tax shifting
1. Concentration theory.
This is where the taxes are inherently absorbed by the sectors which have a surplus in the economy. Low income earners transfer the tax burden to the high income earners.

2. Diffusion theory.
This is where it is impossible to trace the tax incidence since the tax burden is constantly transferred to other sectors due to constant interaction of sales and purchases. Eg VAT, PAYE
Assumptions of diffusion theory.
a) The market is sufficiently competitive.
b) Factors of production can move from one employment to another quickly, easily and without additional cost.
c) It does not matter when the taxes are imposed in the first place since they will finally be diffused.
3. Demand and supply theory.
Taxes are transferred through buying and selling. It’s driven by elasticity of demand and supply. If the demand is elastic it shifts backward and vice versa.
FACTORS INFLUENCING TAX SHIFTING.
· Elasticity of demand.
· Elasticity of supply.
· Nature of the market e.g. monopoly there is high tax shifting.
· Time available for adjustment.
· Rates of taxes-if the tax rate is too low, the producer may absorb it and retain his customer
· Government policies on pricing.
· Nature of tax-direct taxes cannot be shifted while indirect taxes are shifted through price adjustment.

FISCAL AND MONETARY POLICIES.
FISCAL POLICIES-This refers to the activities which are concerned with government revenue collection from taxes and government expenditure. The major instrument used include: Taxes, expenditure.
They are based on theory of interest rate, money and employment.
Main objectives of fiscal policies include;
· To increase the level of employment.
· To encourage the flow of investment into the desirable areas of the economy.
· To attract local and foreign investors
· To promote import substitution.
· To promote accountability in public finance and resources.
MONETARY POLICIES
Refers to the acts by the monetary authorities (central bank) which regulate the supply of money and credit creation. Instruments used monetary policies include:
· Open market operations
· Selective credit control.
· Minimum liquidity asset ratio.
· Reserves requirement.
Differences between monetary and fiscal policies.

	

Political influence.
	Fiscal policy.

Yes
	Monetary policy

No

	Policy instrument.
	Tax	rate	and	government
spending.
	Interest rate and credit ratio.

	Focuses on
	Economic growth
	Economic stability

	Related to.
	Government	revenue	and
expenditure.
	Bank and credit creation.

	Nature
	Changes every year.
	Changes depend on economic
status of the nation.

	Administered by.
	Ministry of finance.
	Central bank



Factors to consider when introducing or developing new tax system.
1. Cost of collection.
2. The effect of tax to the economy i.e. is it going to encourage or discourage investment.

3. The expected revenue from the tax.
4. Psychology of the tax payer.
5. Level of economic development.


BUDGETARY POLICY.
Budgetary policies are measures designated to achieve specifically defined budgeting objective such as price stability, acceleration of the employment level, investment acceleration
Budget is an annual statement that is tables before the national assembly which consists of the revenue and expenditure estimates. There are 3 types of budget:
1. Surplus budget-is a budget where the revenue estimates are more than expenditure estimates.
2. Deficit budget-is a budget where expenditure estimates are more than revenue estimates.
3. Balanced budget-is a budget where the revenue estimates are equal to expenditure estimates.
Budget can also be classified as:
1. Capital budget/long-term budget-they relates to long-term investments by the government.
2. Revenue budget-this presents recurrent day to day expenditure such as salaries.


COST OF TAXATION.
The following are costs incurred in tax collection process:
1. Tax collection expenses-this is the amount incurred by the government in collecting taxes e.g. agency fee, salary to tax collectors.
2. Tax administration expenses-this are expenses incurred to ensure that the revenue authority is operational e.g. research expenses.
3. Tax compliance cost-expenses incurred by the revenue authority in ensuring that the tax payer has complied with the tax regulations.
A tax payer can incur the following expenses:
1. Compliance cost i.e. ensuring that he has complied with the tax laws eg hiring tax expert to file tax returns.
2. Dead weight cost-some taxes makes business to be inefficient to operate such that the entity makes loss after paying the taxes.
3. Actual financial cost-actual tax paid.
Challenges in developing tax policies.

· Resistance by the tax payer.
· Political interferences.
· Lack of human resources capacity e.g. skills.
· Globalization-interferences by other countries.
· Corruption
· Fear of loss of revenue.
CLASSIFICATION OF TAXATION
Taxes are classified based on:
1. Administration and collection arrangement ie direct and indirect taxes.
2. Tax rates i.e. progressive, regression, proportional and digressive.
3. Tax bases.




Administration and collection arrangement.
1. DIRECT TAXES
This is a tax that requires the tax payer to remit his tax to the tax authority directly. It is levied on persons and it can vary with the status of the tax payer. Its impact and incidence falls on the same person. It can neither be shifted forward nor backward.eg PAYE, corporation tax, WHT.
Advantages
1. They are related to the ability to pay since the tax rates are chosen with respect to the tax payer ability.
2. They are income elastic in that, as income of the community goes up, the tax yield also goes up.
3. They do not distort allocation of resources thus they are better than indirect taxes.
4. They promote the spirit of civil responsibility among the tax payer.
Disadvantages.
1. They violate the principle of convenience since they are paid in lump-sum.
2. They discourages people to work for extra hours therefore limiting the supply of labour
3. They are easy to evade.
4. They discourage capital accumulation/savings.
5. They are expensive to collect because they have many collection points.
2. INDIRECT TAXES eg VAT, Custom duty, sales tax

This is tax that is levied on a product and is paid by the person virtual of his association with that product. They are included in the products price and it is unknown to the buyer. The impact can be on one person and the incidence on another person through tax shifting.


Advantages.
1. They have fewer collection points making it convenient to collect them.
2. It is not easy to evade as they are included on the products price.
3. They cannot be manipulated.
4. They are convenient since they are paid in small installment at the time of sale.
5. It is more relevant to developing countries because they yield high revenue.
6. It is flexible since it is applied selectively based on the government needs.
7. It promotes equity since all citizens participate in the payment of tax.
Disadvantages.
1. They go against the principle of ability to pay and they are therefore unjust to the poor.
2. They results to inflation since they starts to increase the prices of products.
3. They go against the principle of least aggregate sacrifice. These can be collected by imposing heavy taxes on luxury which are normally consumed by the rich.
Classification based on tax rates.
· A tax rate is the amount of tax payable per unit of ax base.
· A tax base is the legal description of the object to which the tax applies such as income, expenditure, output etc.
1. Progressive taxes
They are taxes that take a larger proportion of the people’s income when their incomes are increased.
It is a tax in which when income increases, the tax liability increases in both absolute and proportionately or relatively terms eg PAYE system in Kenya.
Advantages.
1. They conform to the canon of equity or ability to pay.
2. It helps in re-distribution of economic resources.
3. It discourages the rich from misusing the economic resources on luxuries and non- essential goods and services that do have productive benefit to the society.
4. It helps the economy to have a stable demand because the rich are taxed heavily during the boom period.
5. It is administered conveniently resulting in less administration and collection cost

Disadvantages.
It kills the incentive to work harder because extra earnings will be taxed.
2. Proportional taxes.
These are taxes that take the same percentage of people’s income, irrespective of their levels of income.
3. Regressive taxes.
Is the tax that takes a smaller percentage of people’s income when their income increases while peoples who earn lower income are taxed heavily than those who earns higher income.
Causes of tax evasion.
a) Tax illiteracy.
b) Tax rates are too high.
c) Corruption.
d) Lack of heavy penalties for the defaulters.
e) Poverty level
f) Informal businesses and employment.
g) Insufficient staff for local authorities


TAXABLE CAPACITY
This is the total amount of tax that can be generated in an economy. The taxable capacity is influenced by the following factors:
1. The population of the country-the higher the population, the higher the taxable capacity.
2. Availability of resources.
3. Levels of employment
4. Economic stability of the country.
5. Popularity of the government/political goodwill.
6. Literacy level of citizens.
TAX SYSTEM
Types of tax system.
1. Single tax system
Thus is where only one type of tax is levied and usually is a direct tax.
Advantages.

1. It is easy to administer.
2. The cost of collection is very low.
3. Simple for the tax payer to understand.
Disadvantages.
1. Does not promote the canon of equity since it only considers one sector of the economy.
2. It leads to low government revenue.
3. It lacks diversity.
2. Multiple tax system
This is a tax system that uses several taxes covering both direct and indirect taxes.
Advantages.
a) It promotes diversity in taxation.
b) It promotes equity since all citizens participate in the payment of tax.
c) It is economical for the government since it generates higher revenue.
Disadvantages.
a) It is complicated for the tax payer.
b) It leads to higher cost of collection and administration.
c) It may be too heavy for the tax payer since there are many taxes.
d) There is lack of certainty since the tax payer may not be aware of some taxes.


INCOME TAX IN KENYA
Income tax is a tax on income which is charged as per the provisions of the income tax Act. It is imposed in sec 3(2) of the income tax Act which states that “subject to and in accordance with this Act , a tax to be known as income tax shall be charged for each year of income upon all the income of a person whether are resident or non-resident which is accrued in or was derived in Kenya”


Assessable persons.
A person shall include individual or corporation. Sole proprietorship and partnership are not assessable on their own since they do not have a separate legal identity.
Exemptions
1. Income of a married woman (sec 45)

The income of a married woman living with husband shall be deemed for tax purpose to be that of the husband. The income of the 2 spouses will be combined into one assessment that will be assessed to the husband.
2. Income of incapacitated person (sec 46).
The income of an incapacitated person shall be assessed on and the tax on their charged on that person in the name of his trustee or guardian in the same manner and to the same amount that incapacitated person would have been assessed.
An incapacitated person is defined as a minor or person who is of unsound mind.
3. Income of a non-residence person (sec 47)
These shall be assessed on and tax there charged on that person either in his name or the name of his trustee or guardian. These will include an agent, a receiver, a manager or liquidator.
4. Income of a deceased person (sec 48)
The income that is accrued to or received prior to the date of the death of a deceased person and not already assessed on him shall be assesses and charged to his executor or administrator.


RESIDENCE
The residential status of a person is relevant in relation to income tax since it will affect:
· The scope of taxation eg applicable rate.
· The grant of relief.
Residence in relation to individual.
Sec 2 of the income tax Act defines residence when applied to individual to mean:
· The person has a permanent home in Kenya and was present in Kenya for any period or periods in the year of income under consideration.
· The person has no permanent home in Kenya but was present in Kenya for a period or periods amounting to the aggregate of 183 days or more in that year of income.
Implications.
1. Residence individual are eligible to claim personal relief while non-residence individual do not claim such reliefs.
2. The total income of residence individual is taxed on aggregate amount of the graduated scale rate of tax while for non-residence; certain incomes are taxed at a specified rate.
3. Residence individual are allowed for certain expenses while non-residence individual are taxed on gross income.
Residence in relation to corporations

Sec 2 of the Act defines residence:
1. A corporation that was incorporated under the laws of Kenya.
2. The management and control of the affairs of corporation was exercised in Kenya.
3. The body has been declared by the minister of finance by gazette notice to be a resident in Kenya for any year of income.
Implications
1. The corporation tax rate for Residence Company is 30% 
2. Residence companies are allowed for certain expenses while a non-residence are not allowed for such expenses.




TOPIC 2
EMPLOYMENT INCOME TAX
Employment is the relationship that exists between the employer and employee where the employer provides services for a consideration.
TAXABLE BENEFITS
1. Cash benefits
a) Direct cash benefit such as salaries, wages, commission, utilities.
b) All cash allowances paid by the employer eg sitting allowance, hardship, travel.
c) Amounts that are deemed to be gain or profits from employer derived from Kenya.
d) Cash bonus/awards.
2. Non-cash benefits
These are benefits of whatever nature that arise by virtue of one’s employment. They include:
1. Benefit in kind-for tis to be taxed, the amount should be more than 3,000 ksh per month or Ksh. 36,000 per annum. They include  gifts, awards which have monetary value.
2. Servant provided by the employer eg house allowance.
3. Services provided by the employer eg telephone, water, electricity, guards. The taxable benefit is determined by the revenue authority using quantified benefit table.
· For furniture provided, the taxable benefit is 1% of the cost per month or 12% per annum
· For telephone bills the taxable benefit is 30% of the bill paid.

4. Motor vehicle-these are vehicles owned by employer and used by employee for private purposes. The vehicle may also be leased from 3rd party to be used by the employees. Taxable benefit will be the higher of:
i. Cc rating (engine capacity rating) as provided by the revenue authority.
ii. 2% of the cost of the vehicle per month or 24% per annum
· In-case of the lease, the taxable benefit is the cost of leasing
5. Housing benefit-this arises where the employee is housed by the employer.th e taxable benefit depends on the category of the employee. The categories are as follows:
a. Agricultural employee-is the one who stands a condition requiring that he resides on an agricultural firm. The t the taxable benefit is 10% of the employment benefit less nominal rent.
b. Ordinary employee and whole time service director-a whole time service director is an employee who devote substantially whole of his time in the service of the employer in the managerial or technical capacity and does not even own or control either directly or  indirectly more than 5% of the share capital. The taxable benefit is the higher of:
i. Market rental value of the premises less nominal rent.
ii. 15% of the employment benefits less nominal rent.
c. Non whole-time service director
Circumstance which the house benefits are not taxable.
I)Where the house is provided as a basis of effective performance of the duties of an employee eg house provided to care taker or military in barracks.
Ii)Where housing is a necessity to the employee proximity to the work station eg school matron.
Iii)Where the employee is under a form of threat or where the accommodation is part of the security details.
6. For meals the taxable benefit is the excess of sh. 5000 per month or sh.60,000 per annum
Non-taxable employment benefits.
1. Passage for expatriate-
A passage is an expenditure on transport and translocation between Kenya and any other country incurred by the employer for expatriate employee and the family member. The amount is not taxable subject to the following conditions:
a) The person must not be a Kenyan citizen.
b) The employee must have been employed or engaged from outside Kenya.
c) The employee must be in Kenya only to serve the employer ie he is not engaged in any other economic activity.
d) The amount must be used for translocation between Kenya and other country. Where the amount is paid as an allowance it is taxable.
2. Medical benefit

· Where employer provides medical cover to all employee (non-discriminatory scheme), the benefit is not taxable. For discriminatory scheme, the medical benefit is taxable.
· Medical benefit granted to a non-whole tome service director of up-to Ksh. 1 million are not taxed.
3. Benefit in kind where the value is less than sh. 3000 per month or sh. 36,000 per annum.
4. Fringe benefit- this arises where the employer plan to employee a loan whose interest rate is lower than h market rate.
The fringe benefit= Loan x (market rate- actual rate)
The employer will be required to pay fringe benefit tax on or before 9th day of the month at:
=Loan x (market rate- actual rate) x 30%
5. Employer contribution on behalf of an employee to a registered pension scheme or provident fund.
6. School fees paid on behalf of employee as long as is treated as disallowable expense in the computation of taxable profit of the employer.
7. Meals provided at the employer canteen to low income employee whose income is not more than 20% tax rate range.
8. Education fees paid by education institution for low income employee, dependents attending the institution.
9. The 1st sh 150,000 per month paid to registered disabled person.
10. [bookmark: _GoBack]Per diem (out of office station allowance of up-to sh. 10,000 per day)
ALLAWABLE DEDUCTION AGAINST EMPLOYMENT INCOME
1. Employees contribution to a registered pension or provident fund-the amount deductible shall be the lower of:
· 30% of employment income.
· Employee’s actual contribution.
· A maximum limit of Ksh 3600,000 pa or Ksh. 30,000 pm
2. Registered home ownership saving plan contribution of up-to 8,000 pm or 96,000 pa.The registered institutions are:
· Building society.
· Insurance company.
· Banks
3. NSSF contributions.
4. Owner’s occupier mortgage interest-this is interest paid by a person on the amount borrowed from a specified financial institution.
5. The amount of contribution by an employee to a professional body which is related to the employment eg ICPAK.

6. Home and personal care expenses for persons living with disability will be based on the lower of:
· Actual amount.
· Maximum limit of 50,000 per month.
RELIEF
There are two types of reliefs:
1. Personal relief-this is granted to a resident individual at the rate of sh.
2. Insurance relief-it is granted to residence individual at the rate of 15% of the life assurance premium paid or a maximum of 60,000 per annum. The insurance must have been taken for.
· Life assurance.
· Educational policies.
· Medical insurance


PAYE COMPUTATIONS.
Illustration 1.
Assume Sydney earns sh.60,000 per month. Compute PAYE
Illustration 2
John earns 1,200,000 per annum,determine the annual tax liability.
Compensation for termination of employment contract.
Any amount that is paid to an employee after premature termination of a contract is considered to be taxable income. There are 3 types of contract:
1. Contract for specified term and provides for compensation upon termination.
The amount of compensation is spread forward evenly over the remaining period of the contract.
2. Contract of unspecified term but provides for compensation.
3. Contract for unspecified term and provides for no compensation.
Roles of employer in relation to PAYE.
· Determine the PAYE payable and deduct it.
· Remit PAYE deducted to the authority.
· Issue a certificate to the employee showing the PAYE has been deducted.
· Grant personal relief to the employee.

· File PAYE at the end of year.
· Maintain proper records
INCOME FROM PAST EMPLOYMENT
A pension fund is created by both the employer and employee with the objective of securing payment to the employee upon retirement.
Provident fund is created by the employer and employee to secure lump-sum payment to the employee when he leaves employment before retirement.
Withdrawal from pension schemes.
The pension scheme can either be an annuity or a lump-sum. In-case of an annuity, the 1st sh. 25,000 pm or 300,000 pa are tax exempt. Any other amount is taxed as an aggregate with other incomes. In case of lump-sum, the first 600,000 or 60,000 x number of years of service whichever is lower is tax exempt.
Withdrawal from provident fund.
This can only be in form of a lump-sum. The 1st 600,000 or 60,000 x number of years of service whichever is lower is tax exempt.
Withholding tax
This is known as tax at the source. This is where the tax is deducted on incomes before the tax payer receives the income. The person making the payment of income has a statutory obligation to deduct and remit the tax to the revenue authority.
Advantages.
· It reduces the chances of tax evasion.
· It reduces the cost of collection by the tax authority.
· It is convenient to the tax payer.
· It ensures that the taxes are collected on time.
Limitation.
· It is expensive to the person making the payment of the income.
· It may lead to delay in remitting the tax.
TAX SET OFF
This is taking credit of taxes already paid. It reduces the gross tax liability. It is granted where the withholding tax has been deducted but is not final tax.

Taxation of dividends.
Dividend is the distribution of profits to the shareholders of the company. Usually in the proportion of one’s shareholding.
Dividends are taxable in the hands of recipient in the year it is received and not in the year is earned.
Exempt dividends
1. Dividend received from outside Kenya or Non-residence Company.
2. Dividend received by a company that owns or controls more than 12.5% of the voting power of the paying company.
3. Dividend received by residence insurance company from investment income of the life assurance funds.
4. Dividend being discount factor on the issue of shares or debentures at a discount of less than 5%.
5. Dividend received by financial institutions specified in the 4th schedule of the income tax Act.
QUALIFYING DIVIDENDS
These are dividends that are subjected to withholding tax of 5% which is a final tax. They are dividend received from residence public company, private company and Sacco’s.
NON-QUALIFYING DIVIDENDS.
They are dividend whose withholding tax is 15% and which is not a final tax. They are dividend received from cooperative societies other than Sacco’s.
Interest income
Exempt interests.
1. Foreign interest.
2. Interest earned from government infrastructural bonds with maturity period of more than 2 years.
3. Interest earned from savings account in post bank.
4. Upto sh 300,000 pa or 25,000 pm of interest earned from housing development bonds.
· WHT on interest received by an individual is a final tax while WHT on interest received by companies is not final. It is subjected to corporation tax and a set off is granted.
RENTAL INCOMES
This is an income earned from occupation and use of immovable property. It is one of t specified sources of income as per Sec 3(2) of the income tax Act.

Rent earned by a non-resident person is subject to withholding tax at 30% which is a final tax. Rent income earned by resident person is subjected to annual tax return.
Allowable deduction in determining the taxable rental income.
1. Expenses incurred as structural alterations to the premises where such alteration do not lead to increase in rent.
2. Maintenance expenditure on the upkeep of the property including land rates.
3. Operational expenses such as salaries and wages to caretaker, repainting, repairs, valuation, insurance etc.
4. Bad debt in form of unrecovered rent.
5. Interests on mortgage or loan acquired to purchase or develop property.
6. Legal cost on recovery of bad debt and defending property right.
7. Capital allowances.
8. Advertising and promotional expenses.
9. Management fees or commission paid to agents.
10. Cost of water, telephone, lighting, cleaning if they are included in the rental income.
Disallowable deduction.
1. Cost of any extension to the property.
2. Structural alteration leading to increase in rent.
3. Expenses relating to any part of premises occupied by the owner.
4. Any expenses incurred before the property letting (preliminary expenses)


BUSINESS INCOME
Business income is among the specified sources of income which is taxable under sec 3(2) of the income tax. A business can be operated as a corporation, sole proprietorship or as partnership.
Factors to consider in evaluating whether the business is in the nature of trade.
· Profit motive-this must be underlying objective rather than incidental.
· The nature of the asset acquired and the quantities involved.
· Method of financing.
· Method used in generating sales eg advertising.
· Mode of asset acquisition.
Taxable business income.
1. Gains arising from selling and buying.
2. An amount of insurance compensation for the loss or damage of stock (for non-current asset is not taxable).

3. Bad debt recovered which were previously considered as allowable when they were written off.
4. Realized foreign gains.
5. Balancing charge and trading receipt.
Non-taxable incomes
1. Income from foreign investment.
2. Reduction in general provision for doubtful debt.
3. Additional capital introduced.
4. Capital gains eg sale of an asset at a gain.
5. Unrealized profit.
Allowable expenses
They are expenses which are wholly and exclusively incurred in the production of incomes. The guiding principle is subject to the provision of income tax act. They include:
1. Specific trade bad debt.
2. Capital allowances.
3. Subscription to a trade association.
4. Legal cost in connection with acquisition of lease of not more than 99 years.
5. Interest on loan for business development.
6. Marketing and advertising expenses.
7. Loss brought forward from previous years with a limit of 4 years.
8. Legal fees paid on listing securities.
9. Cost incurred for prevention of soil erosion.
10. Scientific research related to business.


Disallowable deductions.
They are expenses not wholly or exclusively incurred on day to day operating income generating
1. Capital expenditure on acquisition of non-current assets.
2. Depreciation, impairment and amortizations.
3. Personal and private expenses.
4. General provision for bad debt but specific is allowable.
5. All provisions.
6. Tax related expenses.
7. Legal fees and other profession fees of capital nature in relation to borrowing, valuation of property and preparation of partnership deeds.
8. Capital repairs including cost of extension and replacement.
9. Fines and penalties.

Donations are not allowable except in the following circumstance:
· Where the donation is to then charitable organization.
· Where the tax payer provides evidence of donation payment.
· Donations provided can be quantified into monetary value.
· Donor cannot claim a refund.
· The donor is not benefiting in any way in monetary terms.
Specified sources of income.
· Business income.
· Employment income.
· Property income eg rent and royalties.
· Investment income eg dividend and interest income.
· Agricultural/farming income.
· Income from past employment eg pension.
TAXATION OF SOLE PROPRIATORSHIP.
A sole proprietorship does not have separate taxable capacity and the profits are taxed on the owners using the graduated scale rates of tax. Salaries paid to the owner, personal expenses and drawings are not allowable expenses. Any capital introduced is not a taxable income.
TAXATION OF PARTINERSHIP
A partnership does not have a separate taxable capacity and the profits are taxed on partners using the graduated scale rate of tax. Each partner is taxed on aggregate of the following from the partnership.
a) Any form of remuneration from business eg salaries, bonus or commission.
b) Interest on capital less interest on drawings.
c) Profit share from the business after adjusting for number 1 & 2.

CAPITAL ALLAWANCES.
They are granted as per the 2nd schedule of the income tax Act. The main objective was to:
a) To encourage investment in the country.
b) To standardize the amount claimed by the tax payer for the loss of value of asset used in the production of income.
The capital allowance can be categorized as follows;
1. Wear and tear
This is granted on machinery used in the business. For machinery to qualify:
a. Must be used during the year of income.
b. Must be owned by the taxpayer.
Machinery is categorized into 4 as follows:
1. CLASS I-37.5%
Granted for heavy self-propelling earth moving machinery eg fork lifts caterpillar, tippers, Lorries with more than 3 tonnes, tractors, train, airbus etc.
2. CLASS II-30%
Granted for ICT equipment such as computers, laptops, printers, calculators etc.
3. CLASS III-25%
Granted for all other self-propelling earthmoving machinery eg motorbikes, pick-ups, saloon car, Prado’s, tuktuk, air craft etc
4. CLASS IV-12.5%
Granted in respect of all other machinery not in the above classes eg partition, furniture, plant, wheelbarrow, alarm system, sign boards, stationery, curtains etc
· Wear and tear is granted on reducing balance and where the asset is purchased during the year, wear and tear is granted in full as long the business is operational.
· Where the business is operated for part of the year, wear and tear should be restricted to the period of operation.
· For non-commercial vehicle the value for addition is restricted up-to 2M. for non- commercial vehicle or saloon cars, the proceeds should be restricted by:
=Proceed/original cost x restriction value (2 million)
· Written down value is the residual after granting the wear and tear allowances.

· In the continuing business where the sales proceeds are greater than written down value, it is known as trading receipt and the amount is taxable. Where the proceeds is a less than the written down value, it is known as trading loss which is an allowable expense.
· On a discontinuing business, where the proceeds are more than WDV, it is known as balancing charge which is taxable. Where the proceeds are less than WDV, it is known as balancing deduction.
Format for determining wear and tear.

	
	I(37.5%)
	II (30%)
	III (25%)
	IV (12.5%)

	Balance b/d (WDV)
	xx
	xx
	xx
	xx

	Add additions
	xx
	xx
	xx
	xx


Less: disposals	(xx)	(xx)	(xx)	(xx) Totals	xx	xx	xx		xx
Allowance	xx	xx	xx	xx
WDV c/d	xx	xx	xx	xx
2. Farm work deduction.
This is granted on commercial farms at a 100% on building and structures that are used in the commercial farms.
For farm house only 1/3 shall qualify for firm-works deduction.
3. Investment deduction (ID)
It is granted at 100% of the qualifying cost in the 1st year.
For investments outside Nairobi, Mombasa and Kisumu is granted at 150%if the value of investment is more than 200 million.
The qualifying costs include:
· Factory building excluding cost of land
· Civil works and structure related to the building such as roads, perimeter walls, electric fence, parking, drainage system, water system including borehole.
· Auxiliary machines/supplementary machines such as back-up generators, transformer, water tank and pump, industrial waste machine, maintenance machine, manufacturing machine etc.

Non-qualifying costs.
a) Cost of land and any incidental cost on acquisition of land.
b) Items in the building that are considered as machinery for the purpose of wear and tear eg shop counters, partitions.
4. Industrial building deduction (IBD)
This is granted in respect of capital expenditure on industrial building at prorata basis. The rate is as follows:
· Commercial building at 25% eg retail shops, show rooms, dwelling house, administration offices, premise etc.
· Non-commercial building at 10% eg warehouse, godown, staff canteen, staff quotas, staff clinics.
· Hotel buildings -10% on a straight line basis.
· Educational building and hostels used for training certified by commissioner-50% straight line (2 years)
5. Mining allowances.
This is granted in respect of capital expenditure incurred by a person in mining operations. It is granted at 40% in the 1st year and 10% in the subsequent 6 years on a straight line basis of the qualifying expenditure.
Qualifying cost.
1. Prospecting and exploration costs-eg cost of searching, discovery and testing of minerals.
2. Acquisition of the rights over the mines.
3. Provisions of specialized machinery for mining.
4. Building which has no value if the mining is stopped.
5. Development and general administration prior to production.
Diminution.
· This is granted to assets like tools, library books and implements. The rate is 33.33% on a straight line basis for 3 years. However the rate is adjusted depending on the expected economic life
· Software is granted at 20% on a straight line basis for 5 years.
· Rights to use fibre optic cables are granted at 20% on a straight line basis.

VALUE ADDED TAX (VAT)
This is the tax on the value added which is collected by registered traders on behalf of the government. It is an indirect tax which is governed by the VAT tax act of 2013 and is usually included on product’s price.
· Advantages and disadvantage are the same as previously discussed for indirect taxes.
Terminologies.
Imput tax-this is tax paid or payable on the supply to a registered person of any goods or services used by him for the purpose of his business.
It can also be tax paid by a registered person on importation of goods and services. Output tax-this is tax due on taxable supply.
Tax period-this is one calendar month or such other period as may be prescribed by the regulation.
Exempt supplies-these are not taxable supplies which are specified under the 1st schedule of the Act.
Taxable supply-this is the supply other than exempt supply made in Kenya by a person in the course of furtherance of the business.
Time of supply-this shall be the earlier of:
· Date on which the goods are delivered or service is performed.
· Date on which invoice on supply is issued.
· Date that certificate by the artichecture, surveyor is issued.
· Date which the payment is made either in full or in partial.
Debit and credit note-a debit note is issued after undercharging a customer. This increases the value of output tax. A credit note is issued after over-changing a customer and it reduces the value of output tax.
Deduction of imput tax-a person shall deduct input tax against the output tax in order to determine the VAT. The deduction shall be made within 6 month after the end of tax period in which the supply or the importation occurred.
A registered person shall not deduct imput tax if it relates to:
· Acquisition of passenger car or minibus, maintenance and repair including the spare parts where the passenger car was acquired for the purpose of making taxable supply.
· Entertainment
· Restaurant and accommodation services

· Catering expenses
· Treating natural water.
· Purchase of Safety equipment
Where a registered person makes the 3 types of supplies ie standard rate, zero rate and exempt supplies, the input tax deductible shall be:
=taxable supplies x input tax Total supplies
This is applicable where the value of exempt supply is more than 10% of the total supplies.
Collection and recovery of VAT.
The commissioner has the following powers to collect and recover the VAT.
1. He can sue the registered person for outstanding tax as a civil debt due to the government.
2. Can order distrain of goods. If the tax is not paid within 10 days of distrain of goods, the goods can be sold through public auction to recover the tax.
3. The commissioner can order any person who owes money to the registered person to make payment to the revenue authority in settlement of tax due.
4. The commissioner can consider land or building situated in Kenya and belonging to the tax payer as a security for the unpaid tax.
REFUND OF TAX.
Tax can be refunded if it has been paid by registered person in error. If the registered person applies for the refund, it shall be refunded within 3 months.
Refund of tax on bad debt.
This is granted where a registered person fails to recover the amount on a customer. For the bad debt refund to be granted, one must have the following:
1. Original tax invoice.
2. Evidence that the person is insolvent or has been declared bankrupt.
3. Evidence that the tax had been paid.
4. Evidence that efforts have been made to recover the amount.
When a person fraudulently claims for a tax refund, he shall be liable to pay a penalty which is double the amount of the claim.
VAT audit.
This can be carried out in the following circumstances:

a) When establishing the value of VAT refund.
b) When one is under VAT investigation.
c) When establishing the value of refund as a result of bad debt.
d) Normal VAT audit by the KRA
Steps followed in VAT audit.
1. Review and document the adequacy of the system of recording and accounting for VAT.
2. Ensure all VAT returns corresponds with the books of account.
3. If the audit is as result of a refund establish why the trader is in a refund position eg due to bad debt.
4. Select a sample of invoice and perform the following test where applicable.
· Where the imput tax has been claimed within 6 months.
· Whether the invoice meets all the requirement of the Act eg name of the company, date of supply etc.
5. Ensure that input tax in-respect of imports is properly supported by the custom entry form.
6. Trace the invoice to the relevant ledger account.
7. Confirm whether the expenditure is business related and not private expenses.
8. Obtain the working of the VAT account.
Differences between zero rate supply and exempt supply.

	Zero rate supply
	Exempt supply

	Require VAT registration.
	No VAT registration.

	Taxable supply
	Non-taxable supply.

	Claim imput tax (refund)
	No imput tax is claimable.

	Imput tax in not included in cost of sale
	Imput tax becomes part of cost of sale.



Exempt services.
· Financial.
· Insurance
· Education
· Health
· Agricultur
NB
· Voluntary services even if it is to a charitable organization is subjected to VAT ie we are giving out the services but not the VAT because the VAT is for the government.
· Water is not vatable.
· Export services are not vatable.

· Private garbage collection is vatable but if provided by county government is not vatable.
· Services to the county government are not vatable.
Reverse charge is the VAT on imported services eg non-resident professional and which is a liability to the registered person receiving the service.


Registration for VAT
A trader should register for VAT if the sales are more than 5 million per year.
Not-withstanding subsection 1, a person who makes or intend to make taxable supplies may apply to the commissioner for Voluntary registration.
A registered person shall display the registration certificate in a conspiqous place in the business. For a person to register for voluntary registration, commissioner must be satisfied that:
a. The person is making, or shall make taxable supplies.
b. The person has a fixed place from which the person’s business is conducted.
c. If the person has commenced carrying on a business, the person has kept proper books of account of its business.
d. There are reasonable grounds to believe that the person shall keep proper records and file regular and reliable tax return.
VAT RECORD KEEPING
VAT records should be kept for a period of 5 years from the date the last entry was made therein. The following records should be maintained:
a) Copies of all tax invoices.
b) Copies of all debit and credit notes.
c) Purchase invoice.
d) Tax account
e) Copies of stock record.
f) Details of each supply of goods and services.

VAT ACCOUNT

	IMPUT TAX
	OUTPUT TAX

	Purchases	XX
Imports	xx
Services	xx
Debit note received	xx
Credit note received	(xx)
Some expenses	xx
Return outward	(xx)
Bad debt	xx
VAT PAYABLE	xx
	Sales(standard rate)	xx
Exports (0%)	xx
Debit note issued	xx
Credit note issued	(xx)




VAT CLAIMABLE	XX



TURNOVER TAX
This is a tax on sales which is charged at 3%. It is governed by sec 12(c) of the income tax Act. Turnover should not be applied to the following incomes.
1. Rental income.
2. Management and professional fee.
3. Income of incorporated companies.
4. Income whose withholding tax is final.
Turnover tax is paid on the basis of a tax period. A tax period is a period of 3 months commencing 1st January. It is payable on before 20th the month following the quarter end. However a person can remit turnover tax on a monthly basis. A person who fails to submit the tax on due dates is charged a deferral penalty of sh 2,000. All the unpaid tax are liable to a penalty of 2% pm compounding.
Turnover tax is charged on person whose turnover is between Ksh 500,000-5 million pa. The following persons are not subjected to turnover tax.
· Any person whose annual income from business does not exceed 500,000 pa
· Any person whose annual income is exempted from tax.
· Any person whose income is subjected to WHT as a final tax.
TAX ADMINISTRATION
A tax payer has a responsibility of informing the commissioner about the details of his tax position relating to:
· Taxable income or loss.
· Sources of income eg business, farming, employment, investment, rentals etc.

· The claim for the tax relief.
· Amount of taxes deducted at the source.
A tax payer is required to submit such information through a tax return. The following is the content of the tax return:
1. Date and file number.
2. Name and the address of the tax payer.
3. Sources of income.
4. Original tax district. Documents accompanying tax return.
· A copy of account signed by the tax payer or his accountant.
· Certificate signed by the accountant.
· A statement of the extent of examination or the books of account.
Types of return.
1. Installment tax return.
This is submitted by:
1. All corporations.
2. Individuals whose tax liability is more than 40,000 pa and the income is from business. The objective of this return is to ensure all taxes are paid by the end of year.
2. Self-assessment return.
This is made by individuals and corration.it is filled before the end of the 6th month after the year end.
3. Final return.
This is only submitted by partnership. It is due by the end of the 4th month after the end.
ASSESSMENT.
An assessment is a tax bill.it is the determination on one’s tax liability.
Types of assessment.
1. Self-assessment.
2. Installment tax assessment.
3. Estimated assessment -this is	issued by the commissioner on any income that he estimates to the best of his judgment where:
· The tax payer has failed to submit the installment assessment and self-assessment.

· Where the commissioner does not agree with the tax payers self-assessment returns.
· Returns have been made but documents accompanying then do not satisfy the commissioner.
Penalty is usually charged at 5% of the outstanding tax.
4. Additional assessment-this is issued by the commissioner after the tax payer has submitted a return. It is issued when the commissioner discovers: omitted incomes, overstated expenses and expenses which does not relate to business.
· If the underpayment is as a result of negligence or fraud. A penalty of 200% is imposed on the tax payer. If it is the responsibility of the accountant, a penalty of 200,000 is imposed or 2 year imprisonment.
5. Amended assessment-this is issued by the commissioner in the following circumstances.
I. Where the tax payer has successfully lodged an objection against an assessment.
II. Where the tax payer has successfully appealed against an assessment.
Objection by the tax payer.
A tax payer is required to pay taxes on income as per the assessment. However if he feels that the tax is too high as per the commissioner assessment, he can object to the commissioner within 30 days after the commissioner has issued a notice of assessment. The commissioner has the following power in dealing with an objection.
1. Amend the assessment to be in accordance with the objection ie the commissioner agrees with all the grounds of objection.
2. Amend the assessment in light of the objection with tax payer agreeing with the objection ie issue an amended assessment.
3. Fail to amend the assessment and issue a notice to the tax payer confirming the disputed assessment. The tax payer has the right to appeal to the local tax committee
4. Reject the objection on the grounds of late objection
5. Take no action where the tax payer withdraws the notice of objection A tax payer can object after expiry of days if:
1. He was not in Kenya
2. Incapacitated by factors such as health or imprisonment
3. Any other factor which is acceptable by the commissioner
An objection must be in writing and must state the grounds of objection.
APPEAL TO THE LOCAL TAX COMMITTEE.
Only the tax payer can appeal to the local tax committee. This is made up of the chairperson and not more than 5 other members. A tax payer can appeal on the following grounds:

· Where the commissioner fails to amend the assessment after the tax payer has lodged a valid notice of objective.
· Where the commissioner issued non-agreed amended assessment.
· Where the commissioner fails to return overpaid tax.
Appeal to the court of law.
If the tax payer or the commissioner is not satisfied with the decision of the local committee, he can appeal to the court of law. The following document must be filed in the court of law and copies submitted to the respondent.
1. Memorandum of appeal-it states the grounds of appeal.
2. Statement of facts-showing the sequence of the event leading to the appeal.
3. Copy of the decision appealed against.
Appeal to the tax tribunal.
The tax tribunal consists of chair-person and not less than 2 and not more than 4 members. It hears the appeal on assessment.
STAMP DUTY
This is charged by the government in respect of some document which are specified in the stamp duty Act. It is a source of revenue for the government. Document which are stamped are known as instrument. Every instrument that is related to property is chargeable to stamp duty and it must be stumped against the due payment before expiry of 30 days after its execution. The stamp must appear on the face of the instrument.
The following items are chargeable to stamp duty.
· Agreement eg partnership deed.
· Hire purchase agreement.
· Bills of exchange and promissory note.
· MOA
· AOA
· Conveyance
· Marketable securities.
· Insurance policies.
· Lease agreement.
Instrument exempted from stamp duty.
· Acknowledgement of debt (trust deed)
· Adoption deed.
· Affidavit and statutory declaration.

· Awards.
· Delivery note.
· Instrument of divorce.
· Letter of allotment of shares.
· Valuation.
· Agreement relating to sale of government securities.
CUSTOM AND EXCISE DUTY
· Custom duty is a duty on imports and export.
· Excise duty is duty charged on locally manufactured goods.
Importance of levying custom and excise duty.
· To generate public revenue.
· To protect local industries against unfair competition.
· To protect the residence from consumption of harmful products.
· To protect against dumping of low quality goods.
· To influence the growth of economy in the desired direction. Custom and excise can be categorized as follows:
1. Advalerom duty/ full duty
This is duty based on the value of goods imported or exported.
Duty= value of goods x rate.
2. Specified duty.
This is duty charged based on number of unit imported or exported.
Duty= number of units x rate.
Advantages of specified duty over full duty.
· It is simple to apply and administer.
· It generates more revenue where the units are many of low value.
· The duty cannot be manipulated.
Functions of the directorate of custom for East African Community (EAC)
1. Administration of the common tariff.
2. Enforcement of the custom law of the community.
3. Facilitation of the trade.
4. Administration of rules of origin.
5. Training of custom related matters.
6. Custom related negotiation.

Good forfeited to the custom authority upon their importation.
· Goods which have been illegally imported.
· Goods which duty has not been paid.
· Restricted goods which have been imported without proper authority.
· Goods under custom control.
BONDED WAREHOUSE.
This is a warehouse licensed by Commissioner of Custom and Excise (CCE) for deposit of dutable goods on which duty has not been paid and they have been entered to the warehoused.
Importance of bonded warehouse.
· Storage of un-customed goods (dutable goods)
· To facilitate domestic/local production of goods for export.
· Ensure proper handling of transit goods.
· Reduce clogging of goods at the port.
DUMPING
Imported goods are deemed to have been dumped in Kenya if:
1. Goods are sold in Kenya at a price lower than the cost of importation.
2. The export price of the country which is exporting the goods is less than the fair market value of price of goods in that country.
Goods exempted from pre-shipment inspection.
· Ammunition.
· Goods belonging to the government.
· Charitable goods.
· Goods for diplomat.
· Goods exempt from duty/taxation.
Document required for applying for importer code by individual.
· A copy of PIN certificate.
· National ID copy or
· A copy of passport
Documents required for applying for importer code by companies.
· Original certificate of registration.
· Copy of companies PIN
· Copy of current trading license.
· Copy of MOA & AOA.
· Copy of current director’s signature as contained in AOA.

Refund of duty.
The duty paid on imported goods may be refunded under the following circumstances.
· Where goods are returned to the seller.
· Where the good are lost or destroyed by accident.
· Where goods are damaged, pillaged during voyage or while under custom control.
· Where the duty has been paid in error or overpaid.
· Where imports are used in production of export or specified duty exempt goods.
Restricted imports.
· Tear gas.
· Trap for killing or capturing game animal unless permitted by the chief game warden.
· Silencer for fire arms ad sound moderator.
· Portable spirits.


CURRENT ISSUES
Tax evasion problems
Tax evasion is a fraudulent nonpayment of taxes either income tax, VAT, custom or ay other levy by the government. The government can use the following measures to reduce tax evasion.
· Use of ICT in the collection and administration of taxes.
· Reducing corruption in revenue authority officers.
· Decentralizing the revenue authority services.
· Reducing tax rates
· Heavy penalties for the tax evaders.
· Educating the taxpayer on the importance of compliance.
Tax avoidance/Tax planning
This is legal measures that can be used by individuals or corporation to reduce the tax liability. Tax planning is divided into 2.
1. Individual tax planning.
2. Corporate tax planning.
Individual tax planning.
An individual can take the following measures to minimize tax liability.
1. Registering for retirement benefit scheme.
2. Registering for home ownership saving plan.

3. Depositing money in a house development bond. The 1st ksh.300000 earned as interest is tax exempt.
4. Acquiring residential house through mortgage. The 1st Ksh. 150,000 Pa or 12,500 pm is an allowable deduction.
5. Investment money in government infrastructural bond since interest is exempted from tax if bond maturity is for more than 2 years.
6. Filing taxes and return on time to avoid tax penalties and interest.
7. Consider life insurance policies so as to enjoy insurance relief.


Corporate tax planning.
1. Paying taxes on time and filling the correct returns to avoid tax penalties.
2. Considering necessary tax advice.
3. Raising capital-the company can raise capital in form of shares or debt. Debt will have interest tax shield while equity will not have any tax advantage.
4. Registering business as EPZ enterprise .The entity will enjoy a tax holiday for the 1st 10 years.
5. Choose of supplier-if the business is registered for VAT, it should choose a supplier who is also registered for VAT so that it can claim the input tax.
6. Location of business-some regions may enjoy higher capital allowances.
7. Off-shore investments-a company may invest in tax havens. This is a region with low tax rate or no tax at all and very friendly business environment.
8. Claiming capital allowances.
9. Choice of mode of asset acquisition.
Changes that must be notified to commissioner within 14 days
· Change of place of business.
· Additional premises acquired to operate the business.
· Change of the type of supply.
· Disposal of the business
· If the business is no longer operation. Functions of the KRA.
· To collect revenue on behalf of the government.
· To protect local industries by ensuring there is no importation of low quality goods.
· Administer the collection of taxes.
· Advise the government on methods on how to collect other revenues.
· Advice the government on tax legislation.

TAX AMNESTY
Is a period or widow granted to the tax payers who have defaulted on tax payment to pay the tax within that period and they will not be subjected to penalties and interest.
Benefits.
· It is a cheap way of collecting outstanding tax.
· The duration taken for investigation and prosecution is reduced.
· It is cheap for the tax payer since he will not pay penalties.
