
 
QUESTION ONE 

(a) The following capital allowances may be available to the farmer: 
 
 1. Farm works allowances 
 2. Wear and tear allowances 
 3. Investment deduction and industrial building deduction 
 
(1) Farm works allowances are granted where a farmer incurs capital expenditure 

on construction of farm works on a farm for the better performance of farm 
activities.  Farm works include farm houses, labour quarters, fences, dips, 
drains, water and electricity supply works other than machinery, fish pond, 
coffee factory, house stable, cowshed, windbreaks, roads, stores, irrigation 
network, etc.  The rate of farm works deduction with effect from 1.1.1985 is 
33½%.  In the case of farmhouse, only one third of the initial cost of the 
farmhouse qualities for farm works deduction.   

(2) Wear and tear allowances will be granted where during a year of income 
machinery owned by a farmer is used by the farmer for the purpose of farming 
activity.  Note that machinery which qualify for wear and tear are classified into 
four pools with rates as follows:- 

 
Class I  @ 37.5% 
Class II  @ 30% 
Class III @ 25% 
Class IV @ 12.5% 

 
(3) Investment deduction and industrial building deductions may be claimed on 

industrial building and machinery in the case of manufacture. 
 
(b) Pesy Ltd. 

Capital Allowances Due in 2003, 2004 and 2005. 
 

Year 2003: 
 
(i) Investment Deduction 
 

Asset Cost 
 

Investment 
Deduction 
@ 70% 
Sh. ‘000’ 

Residue for 
IBD and 
WTA 
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Factory building 
New machinery: 
     Fixed 
     Moveable 
TOTAL 

4,800 
 
8,000 
2,000 
I.D 

3,360 
  
5,600 
 1,400 
10,360 

1,440 
 
2,400 
600 

 
(ii) Industrial Building Deduction 
 

Residue after investment deduction is claimable on straight line basis over a 
forty year period. 

 
Building Q. 

Cost 
Residual 
b/f 

IBD @ 
2.5% 

Residual 
c/f 

Factory net of 
I.D. 

1,440 - 36 1,404 

Store 600 - 15 585 
Workers 
Canteen 

800 - 20 780 

   71  
 
 (iii) Wear and Tear Allowance 
 

Class I @ 
37.5% 

II @ 
30% 

IV @ 
12.5% 

WDV 1/1/2003 
Additions: 
Machines net of I.D. 
Delivery trucks (6980 c.c. 
each) 
Office furniture 
Computers 
 
WTA 
WDV 31/12/2003 

NIL 
 
 
4,800 
- 
          - 
4,800 
(1,800) 
3,000 

NIL 
 
 
- 
- 
2,400 
2,400 
(720) 
1,680 

NIL 
 
7000 
- 
1,600 
           - 
8,600 
 (1,075) 
7,525 

 
  Summary of Capital Allowances Year 2003 
 

I.D 
I.B.D 
WTA 
     Class I 

10,360,000 
71,000 
 
  1,800 
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     Class II 
     Class IV 
Total Capital Allowance 

    720 
  1,075,000 
11,506,000 

 
 Year 2004 
 
 (i) I.D = NIL 
 
 (ii) I.B.D = Sh.71,000 (straight line allowance over 40 years) 
 
 (iii) Wear and Tear allowance 
 

Class I @ 
37.5% 

II @ 
30% 

IV @ 
12.5% 

WDV 1/1/2004 
 
WTA 
WDV 31/12/2004 

3,000 
3,000 
(1,125) 
1,875 

1,680 
1,680 
(504) 
1,176 

7,525 
7,525 
(941) 
6,584 

 
  Summary year 2004 

I.B.D 
WTA 
     Class I 
     Class II 
     Class IV 
Total Capital Allowance 

71,000 
 
1,125,000 
   
504,000 
   
941,000 
1,884,000 

 
 Year 2005 
 
 (i) Investment deduction 
 
  Qualifying cost = 1,200 + 320 = 1520 
  I.D = 100% x 1,520,000 = 1,520,000 
 
 (ii) Industrial Building Deduction 
 
  Straight line allowance = Sh. 71,000  
 
 (iii) Wear and Tear Allowance 
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Class I @ 

37.5% 
II @ 
30% 

III @ 
25% 

IV @ 
12.5% 

WDV 1/1/2005 
Additions: Saloon 
 
WTA 
WDV 31/12/2005 

1,875 
      - 
1,875 
(703.125) 
1,171.875 

1,176 
      - 
1,176 
(352.8) 
823.2 

- 
600 
600 
(150) 
450 

6,584 
       -   
6,584 
(823) 
5,761 

 
  Summary of Capital Allowance Year 2005 
 

ID 
I.B.D 
WTA 
     Class I 
     Class II 
     Class III 
     Class IV 
Total Capital Allowance 

1,520,000 
    71,000 
 
   703,125 
   352,800 
   150,000 
   823,000 
3,619,925 

 
Notes: 

1. Delivery trucks have been assumed to be heavy and 3 tons and above hence 
treated as class I items. 
2. Investment deduction rate for year 2004 of 100% of qualifying cost is used. 
3. Store automatically qualify for IBD. 

  % of showroom = 10%16%x100
5,000

800

6005,600

800



hence can’t qualify 

for I.D. 
 
QUESTION TWO 

(a) A public good is one used by the public, i.e. some members of society cannot 
be prevented  

from its consumption.  An example would be provision of Education in Kenya.  
Generally speaking Education is indivisible, it cannot be priced in the market 
in order to deprive some members of the society from its use or benefits. 
 
An individual cannot refuse the benefit of education or street lighting.  Since 
the exclusive principle cannot be applied to the indivisible goods or 
services, this creates a problem of raising the necessary finances.  Some 
individuals may argue that if they didn’t pay for education, the supply of 
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education service would still be there.  Voluntary payment would be lower 
(problem of free-riders). 
 
Consequently, provision of such public good/services will be made through 
compulsory contributions by the members of society for example through 
taxation.  The decisions regarding whether or not education service be 
provided in Kenya or where or not Kenyans require such good cannot be left 
to the market forces of demand and supply.  Society has to decide the way in 
which these decisions will be taken and financed and such decisions need not 
be unanimous. 
 
Government decides whether or not education is necessary and be provided to 
Kenyan society and how finances have to be raised.  Note that education 
services in Kenya are also provided by the private sector where individuals 
decide whether or not to pay for such service provided by private institutions. 

 
Government may introduce cost sharing in addition to taxation to ensure that 
education services are provided to all. 

 
(b) The principle of cost sharing refers to the requirement for the members of 

society to share in/or supplement the total cost of provision of public goods 
and services by Government.  This is usually in appreciation of the following 
facts: 

 
1. That there is an ever-increasing requirement for Government to provide 

goods and services which continually puts greater pressure on limited 
resources available to the state. 

 
2. That members of society view projects for provision of public goods 

and services as their own such that they cultivate sense of ownership and 
accountability. 

 
3. That whereas public goods are for benefit of all, it would be fair to 

introduce the element of a charge on or contribution by those directly 
benefiting from such projects rather than entirely depend on taxation of 
all. 

 
4. Cost sharing may affect level of taxation such that rather than raise taxes 

to generate extra funds cost showing is used to target persons directly 
benefiting from the individual project/service or good.  This can only 
apply where society has enough disposable income left in their hands 
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after taxation.  In a situation of general poverty and increasing pressure 
on Government to provide essential services and goods cost showing 
would be minimal and as such taxation would still be high or public debt 
would increase. 

 
 
 

QUESTION THREE 

(a) (i) A direct tax is one whose impact as well as incidence falls on one and the 
same  

person while an indirect tax has its impact on one person and incidence 
is partly or wholly on another person. 

 
Examples of a direct tax include income tax, wealth tax, gift tax, 
inheritance tax and corporation tax.  Examples of indirect tax include 
Value Added Tax (VAT), Sales tax, Customs and excise duties. 

 
Note that impact of tax in the case of direct tax is on the person on 
whom it is legally imposed and the same person pays the tax.  In indirect 
taxation, however, the tax is legally imposed on one person and through 
tax shifting, it is paid by another person. 
 
Direct tax has income as the base while indirect tax is based on 
expenditure/consumption. 

 
(ii) Value Added Tax (VAT) is a multi-stage indirect tax based on the 

expenditures of individuals as well as legal persons and services on 
taxable goods and services charged and collected by 
traders/businessmen acting as agents to the taxing authority.  Registered 
persons are required to charge output VAT on Sales made of taxable 
goods and services and to recover input VAT charged on purchases they 
made such that the final consumer bears the final burden of the tax. 

 
(b) The VAT tax period is one month, hence VAT collected for any particular 

month must be remitted to the VAT department using form VAT 3 by the 20th 
day of the following month using a bankers cheque addressed to the 
commissioner VAT or by cash.  Where the 20th day of the following month 
falls on a public holiday or a weekend, then VAT payable must be paid by the 
last working day before that weekend or holiday.  Note that failure to submit a 
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return attracts a default penalty of Ksh.10,000 and additional interest of 2% per 
month compounded.  Failure to pay the tax attracts Ksh.15,000 penalty. 

 
(c) (i) Mr. Ali Ming 
  Selling Price for a bag of cement 
 

 Ksh. 
Cost of cement production to Athi Cement Ltd. 
Profit margin cost @ 20% 
V.A.T exclusive price by Athi Cement Ltd. 
Profit margin for Ali Ming @ 20% 
VAT exclusive price by Ali Ming 
VAT thereon @ 16% 
Total price VAT inclusive 

220 
  44 
264 
52.8 
316.8 
50.688 
367,488 

 
 
 
 
 (ii) VAT Payable by Ali Ming 

 
VAT Payable = 

= 
= 

Output tax less input tax 
50.688 – (16% x 264) 
8.448 

 
 

 
QUESTION FOUR 

(a) Deductions that may be available against gains or profits from employment are: 
 

- Mortgage interest (owner occupied interest) paid on loan to buy or improve 
a residential house up to a maximum Ksh.100,000 from year 2001.  Note 
that where the mortgage interest paid is less than the maximum, the actual 
interest paid is claimed.  Where actual mortgage interest is higher than 
maximum only maximum allowable can be claimed.  W.e.f 1/1/2006, the 
maximum allowable interest is Sh. 150,000 p.a (12,500 p.m) 

- Actual amount contributed by an employee to a registered pension or 
provident fund which shall be the lower of (i) Actual contribution or Sh. 
240,000 or 30% of pensionable income. 

- Contribution to a registered Home Ownership Savings Plan up to 
Ksh.48,000 p.a., that is Ksh.4,000 p.m. 
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- N.S.S.F of Kshs 200 p.m (Kshs 2,400 p.a) 
- Subscriptions to professional associations such as LSK, ICPAK etc. 

 
(b) (i) Mr. Mteta 
  Total Income Chargeable to Tax and Tax Thereon 
 

 SH.’000’ 
Self: 
Employment income:- 
     Salary (Sh.’000’ 40 x 12 months) 
     Bonus (2% x 10 million) 
     Insurance cover for life and household 
items 
Other incomes:- Business income 
     Sh.’000’ 60 less 40 b/fwd 
     Taxable income 
 
Wife: 
Employment incomes: 
     Salary (Sh.’000’ 52 x 12 months) 
     Company car 1,800 c.c 
     Staff gifts of oil products (Sh.’000’ 20 x 
12 months) 
    Chargeable income 

 
 
480 
200 
20 
 
20 
          - 
720,000 
 
624 
86.4 
12 
240 
962.4 

 
Tax Liability 

 
Husband on Kshs. 720,000  
1st     121,968 @ 10% 12,196.8 
Next 114,912 @ 15% 17,236.8 
Next 114,912 @ 20% 22,982.4 
Next 114,912 @ 25% 28,728.0 
         466,704 81,144.0 
Surplus (720,000 – 466,704) @ 
30% 

75,988.8 

     Gross tax 157,132.8 
     Less p/relief (13,944.0) 
     Less PAYE deducted (130,000.0) 
     Net tax 13,188.8 
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     OR 
  (121,968 @ 10%) + (114,912 @ 60%) =   81,144.0 
  (720,000 – 466,704) @ 30%  =   75,988.8 
      Gross tax    157,132.8 
   Less: p/relief + PAYE   (143,944.0) 
    Net tax      13,188.8 
 
  Wife on Kshs. 962,400 
  1st Kshs. 466,704 = (121,968 @ 10%) + (114,912 (15% + 20% +25%) = 
        (121,968 @ 10%) + (114,912 @ 60%) =    
81,144.0 
  Surplus (962,400 – 466,704) @ 30%    
 148,704.8 
   Gross tax       229,852.8 
   Less: personal relief      (13,944.0) 
    PAYE deducted     
 (180,000.0) 
    Net tax          
35,908.8 
 
(ii) Information not used in (i) above: 
 

- Capital gains arising from sale of a plot in Nairobi of Sh.600,000 is not 
taxable since the law relating to capital gains tax is currently suspended in 
Kenya. 

- Insurance by Jiri Limited of sales does not affect computation of taxable 
income of Mr. Mteta.  Dividends from the three companies is taxed at 
source at 5% final tax. 

- Interest income on Housing development bonds from HFCK is not taxed 
further since it is below the first Ksh.300,000 p.a.  Post office savings bank 
interest is tax exempt.  Kenya Commercial Bank and Treasury bonds 
interest suffer withholding tax as final tax 15%. 

 
(iii) Mr. Mteta is not to blame for failure of the company to pay his PAYE since the 

deduction from his pay was properly effected and shown in the monthly pay 
slip.  It is the company’s (employer) responsibility to deduct and remit PAYE 
to the taxing authority failure to which they will pay a penalty of 25% of unpaid 
tax or Ksh.10,000 whichever is higher. 
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QUESTION FIVE 

         DATE: 1/1 
MEMO FROM: TAX MANAGER 
TO:  MR. HESABU – TAX CONSULTANT AND DIRECTOR 
REF:  TAX CONSIDERATIONS ON POINTS RAISED BY CLIENTS 
 
(i) Mr. Wote’s taxable income is arrived at as 

follows: 
Partnership profits reported 
Add back interest to Watu and Wote (Sh.25,000 
x 2) 
Adjusted Partnership profit 
 
Distributed as follows: 

 
180,000 
  50,000 
230,000 

 Partner 
 
Interest on Capital 
Balance of profits 

WATU 
SH.’000’ 
25 
54 
79 

WOTE 
SH.’000’ 
25 
54 
79 

WAD 
SH.’000’ 
- 
72 
72 

TOTAL 
SH.’000’ 
50 
180 
230 

  
Therefore Mr. Wote’s taxable income in equivalent to 
KShs. 79,000 

 

 
(ii) Live Well Foundation being a Non-Governmental organization formed to 

address people’s spiritual needs is of a Public character and sources of its 
income include donations, charitable walks and sale or religious literature and 
where such income is entirely expended in Kenya for the same purpose, no tax 
liability arises. 

 
(iii) Liability to tax on farm income to wife rests with the husband.  Secondly where 

farming is established to be hobby farming then profits will not be chargeable 
to tax.  We are told that family consumption is Sh.60,000 for the year and that 
she derives a lot of satisfaction from this activity.  This may be an indicator to 
hobby farming.  However if 25% or less of the farm produce is consumed then 
profits are taxable.  For year 2005 taxable farm profit would be computed as 
follows: 

  
Profit year 2005 
Add: Own Consumption 
 

Sh.  50,000 
Sh.  60,000 
Sh.110,000 
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Less loss b/fwd (40,000 loss – 20,000 
profit) 
Taxable farm income 

Sh.(20,000) 
Sh.  90,000 

Taxable farming income of Ksh.90,000 will be added to the husbands income 
and total assessed to tax on him. 

 
(iv) By sponsoring research into plants to produce plastic related materials which 

they manufacture, New plastic Limited will be allowed to deduct the 
contribution against taxable income of such year of income.  This reduces 
taxable income and tax liability.  Section 15(i) (ii) (iv) states: ‘a sum paid to a 
university, college, research institute research mentioned in sub-paragraph (iii):’ 
as deductible against taxable income. 

 
Signed 
TAX MANAGER 
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