
QUESTION ONE 

(a) Distinguish between tax evasion and tax avoidance.    (  5 
marks) 
(b) The recent debate relating to importation of goods through the port of 

Mombasa has had one of its issues the amount of tax assessed.  Specify and 
explain clearly at least three ways in which the Government may lose tax 
revenue on imports.     (  6 marks) 

(c) Suggest three possible ways in which the Government may prevent loss of tax 
revenue from imports. 
           (  6 marks) 
 
(d) Should citizens feel obliged to pay tax?  Explain.    
 (  3 marks) 
          (Total: 20 marks) 
 
QUESTION TWO 

Mr. Ole Mboga is married to Pesa Mboga.  Ole Mboga is a registered engineer and he 
is the proprietor of Leta Engineering Services a firm of consulting engineers.  He is 
nevertheless fully occupied as an employee of Zeta Construction Limited.  His 
company is therefore managed by his wife who draws Sh.50,000 per month as salary.  
PAYE of Sh.20,000 per month is deducted and remitted to the Commissioner. 
 
Zeta Construction Ltd. provided the following emoluments to Mr. Ole Mboga for the 
year ended 31 December 2005: 
 
1. Salary of Sh.150,000 per month (PAYE deducted and paid to the 

Commissioner Sh.62,000 per month). 
 

2. Housing – Free housing is provided, with water and electricity.  He pays a 
nominal sh.10,000 per month.  Water consumed was for Sh.4,800 and 
electricity consumed was for Sh.18,000 during the year. 
 

3. 1,000 ordinary shares for past years of service.  Last valuation of shares was at 
sh.50 each.  The issued share capital is now 25,000 shares.  The company paid 
a dividend of Sh.10 per share on 31 December 2005. 
 

4. Company car of 2000 cc. 
 

5. Leave pay equal to one month’s salary. 
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6. Life insurance premium per each household member of Sh.10,000 per annum.  
This covers himself, wife and son. 
 

7. Pension at 10% per month.  He contributes 5% towards the same scheme.  
The scheme is registered. 
 

 Leta Engineering Services made an assessed loss of Sh.400,000 for the year of 
income 2005. 
 
Mr. Ole Mboga owns property which he bought many years ago. 
 
Rent income account for the year 2005 is as follows: 

 
  

Gross rent 
Less: 
   Loan repayment 
   Interest on loan 
   Fencing 
   Caretaker wages 
   Insurance, rent and 
rates 
   Replaced broken 
doors 
   Loss to be carried 
forward 

Sh. 
 
 
150,000 
125,000 
  30,000 
  55,000 
  25,000 
  85,000 

Sh. 
300,000 
 
 
 
 
 
 
470,000 
170,000 

 
Required: 
 
(a) Taxable income of Mr. Ole Mboga for the year of income 2005.  
 (12 marks) 
(b) Tax payable by Mr. Ole Mboga for the year of income 2005.  
 (  5 marks) 
 
(c) Mr. Ole Mboga is being invited by Tana Ranching Company Limited to be 

their manager and reside at the farm.  What will be the tax implications of this?  
Explain but do not compute if he takes up the offer and every thing remains 
unchanged other than the residence.   (  3 marks) 

          (Total: 20 marks) 
 
QUESTION THREE 
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The trial balance of Kitu and Watu, trading as partners and sharing profits in the ratio 
2:3 as at 31 December 2005 is as follows: 
 
 Sh. Sh. 
Capital: 
   Kitu 
   Watu 
Factory building 
Furniture at cost 
Factory equipment at cost 
Director’s car at cost 
Provision for depreciation 
Depreciation expense 
Debtors and prepayments 
Stocks as at 31 December 
2005 
Creditors and accruals 
Balance at bank 
Gross profit on trading 
Rent and rates 
Office salaries 
Partners salaries 
Advertising costs 
Transport costs 
Deposit on new equipment 
Short term investment 

 
 
 
5,000,000 
750,000 
2,000,000 
1,000,000 
 
115,000 
1,050,000 
1,042,000 
 
720,000 
 
300,000 
826,000 
600,000 
210,000 
236,000 
100,000 
    600,000 
14,549,000 

3,600,000 
5,221,000 
 
 
 
 
 
710,000 
 
 
 
853,000 
 
4,165,000 
 
 
 
 
 
 
________ 
14,549,000 

 
The following additional information is provided: 
 
1. Rent and rates are for fifteen months to 31 March 2006 

 
2. The partners have contracted to purchase new equipment for the factory at a 

cost of Sh.500,000.  A debt of Sh.100,000 was paid during December 2005 
and the remainder will be paid during January 2006 when … is expected. 
 

3. The factory building has been revalued from Sh.4,000,000 
 

4. The partnership started operating on 1 January 2005 
 

5. Partnership salaries are taken equally 
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6. Interest on capital is to be provided at 10% on balance given. 
 

 
 
Required: 

(a) Taxable partnership profit for the year of income 2005.   
 (15 marks) 
(b) Show the allocation between partners.      (  5 
marks) 

All computations and support notes must be provided.  
 (Total: 20 marks) 
 
QUESTION FOUR 

The directors of Totale engineering Company Limited presented the following Profit 
and Loss for the year ended 31 December 2005: 
 
 Sh. 
Revenues 
Sales 
Interest on Government Securities 
(Gross) 
 
Expenses: 
Purchases 
Wages 
Carriage inwards 
Rent 
Insurance 
Trade expenses 
Repairs: 
   Building 
   Machinery 
Advertising 
Legal charges 
Audit fees 
Depreciation 
Provision for doubtful debts 
Debenture interest 
Interim dividend 
Proposed dividend 

 
30,780,000 
      50,000 
30,830,000 
 
24,000,000 
2,320,000 
370,000 
300,000 
190,000 
100,000 
 
300,000 
56,000 
254,000 
80,000 
70,000 
3,017,000 
104,000 
600,000 
400,000 
    731,300 
32,892,300 
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Net Loss 

2,062,300 

 
The following additional information is provided: 
 
1. Purchase returns and sales returns were Sh.500,000 and Sh.700,000 

respectively.  These were left out while preparing the trial balance. 
 

2. Wages include Sh.25,000 per month paid to a “consultant” who helps the 
company whenever there is a problem with the VAT department.  VAT of 
Sh.560,000 remains unpaid and the “consultant” promises to find a way of 
getting it written off.  Full PAYE is deducted from his salary. 
 

3. Trade expenses include an amount of Sh.60,000 travel expenses to Korea for 
the Director as part of the National Chamber of Commerce Trade and 
Industry promotion tour. 
 

4. Repairs to machinery include small loose tools written off by Sh.10,000 
 

5. Bad debts which are specifically bad are Sh.74,000 
 

6. Capital allowances have been agreed at Sh.2,000,000. 
 

 
Required: 

(a) Taxable profits for the year of income 2005.     (10 
marks) 
(b) Tax payable if any for 2005.  Comment on the results.   
 (  4 marks) 
(b) The company intends to give the Director a company car in 2006.  

  What are the tax implications?       (  3 
marks) 

(c) Comment on the tax implication of the action of the “consultant” 
 with respect to the VAT claims.       (  3 

marks) 
          (Total: 20 marks) 
 
QUESTION FIVE 

(a) Write brief notes on the following: 
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 (i) Stamp duty;        (  6 marks) 
 (ii) Tax matters relating to Export Processing Zones.   
 (  6 marks) 
 
(b) Jenga Engineers and Associates is a firm of engineers and designers.  In the 

year of income 2005 they earned professional fee of Sh.7,500,000 before VAT.  
Their accounts show the following expenses: 

 
 Sh. 
Medical services 
Accountancy and audit 
Legal services 
Design materials 
Salaries and wages 
Depreciation 

180,000 
225,000 
300,000 
1,600,000 
2,410,000 
985,000 

 
Required: 

 (i) Value Added Tax Account for the year of income 2005.   
 (  6 marks) 
 (ii) Comment on payment of VAT computed above.    
 (  2 marks) 
          (Total: 20 marks) 
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QUESTION ONE 

(a) Tax evasion is an illegal means employed by a taxpayer in order to reduce his 
tax liability.  This may be carried out by fraudulent or false tax, smuggling, 
hiding or non-declaration of incomes, claiming expenses or relief one is not 
entitled to, etc.  The Tax Act usually states the penalties to be applied in case of 
evasion of tax. 

 
Tax avoidance on the other hand is where a taxpayer uses methods to reduce 
tax liability but within the law.  This could be done by studying the Tax Act and 
detecting loopholes in it to be exploited to the full advantage of the taxpayer.  
For example a taxpayer could operate business as a company or sole 
proprietorship or partnership whichever gives the best advantage.  Pressure 
groups could be formed to influence legislation in taxpayers favour.  Note that 
tax avoidance (tax planning) may or may not lead to loss of revenue to the 
government and is not punishable. 

 
(b) Three ways in which the government may lose tax revenue on imports are:- 
 

1. Collusion 
2. Use of wrong rates or valuations for goods 
3. Conversion of goods on transit for local use. 

 
Collusion may take place between customs officials and taxpayers in order to 
escape or pay less tax.  Wrong rate or valuations may result due to improper 
import declaration procedures, poor inspection procedures.  Goods destined 
for other countries which are on transit to such countries may be converted 
and sold in the country so that no duty is paid on them. 

 
(c) To prevent or curb loss of revenue on imports, Mombasa port should seal 
loopholes by:- 
 

1. Ensuring that import declaration procedures as well as pre-shipment 
inspections be improved and tightened.  Offshore inspections and 
proper classifications of goods imported be done. 

 
2. Goods in transit must reach countries of destination and not converted 

into use in the country by ensuring that bond charges are imported to be 
refunded on proving that such goods have reached destination.  This 
could also call for liaison with the authorities of the country of 
destination of the goods in question. 

SUGGESTED ANSWERS
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3. Collusion between customs officers and taxpayers should be strictly 

policed and that heavy  penalty be imposed on offenders. 
  
(d) It is the obligation of persons liable to tax to pay tax.  In the case of the citizens 

it is hoped that being patriotic and knowing the need for the Government to 
raise finances to carry out functions for the common good of all and that 
Government is by the people, of the people and for the people, they should 
feel obligated to pay taxes.  However, the obligation to pay taxes can be 
strengthened only where citizens clearly reap expected benefits. 

 
QUESTION TWO 

(a) Mr. Ole Mboga taxable income for 2005 
 

Employment Income 
Salary 150,000 p.m x 12 
Water benefit (fixed benefit by CIT = amount 
paid) 
Electricity (fixed benefit = Amount paid) 
Shares 1000 shares c Sh.50 
Company car: benefit on 2000cc 
Leave pay (1 month salary) 
Insurance premium 10,000 x 3 members 
Pensionable pay before housing benefit 
Add housing benefit = 15% x 2,139,200        = 
320,880 
Less rent paid = 10,000 p.m x 12                   
=(120,000) 
Total employment income 
Less allowable expense 
Pension contribution 5%x 1,800,000 
Employment income 

 
1,800,000 
4,800 
18,000 
50,000 
86,400 
150,000 
    30,000 
2,139,200 
 
 
 200,880 
2,340,080 
  (90,000) 
2,250,080 

 Business Income 
  

Wife’s salary from Leta Ltd. 50,000 p.m x 
12 (Note 1) 
Rent income 
Gross rent income 
Less allowable expenses only 
Interest on loan 

 
 
 
 
125,000 
55,000 

600,000 
 
300,000 
 
 
 

600,000 
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Care taken wages 
Insurance rent and rates 
Replaced broken doors (Note 2) 
Total taxable income 

25,000 
  85,000 

 
(290,000) 

 
    10,000 
2,860,080 

 
Note 1 : The wife is not at arm’s length since Leta Ltd (company) is owned 
by Mr. Mboga.   

Therefore the income shall be assessed on the husband. 
  
Note 2 : It is assumed that the door was replaced with a similar one in 
terms of material e.g  

metallic door replaced with metallic door hence cost is allowable.  However, if 
a wooden door is replaced with metallic door, the cost is not allowable. 

 
 Dividend income on shares suffers 5% final withholding tax. 
 
(b) Tax payable on Ksh.2,860,080 
 

(121,968 x 10%) + 114,912 x (15% + 20% + 
25%) 
(2,860,080 – 466,704) x 30% 
 
Less PAYE 
     Mr. Mboga 62,000 x 12 
     Mrs. Mboga 20,000 x 12 
     Personal relief 
Net tax liability (refund) 
 

81,144 
717,989 
799,133 
 
(799,133) 
(240,000) 
  (13,944) 
198,811 
 

 
(c) If Mr. Mboga was to reside within the firm, the housing benefit shall be equal 

to 10% of pensionable pay (for agriculture employees) and not 15% of 
pensionable pay.  

 
QUESTION THREE 

(a) Charitable Trust are exempted from taxation if: 
 

- One public in character for a small section or the public in general (not 
discriminative) 

- for enhancement of education or religion 
- for purpose of eradication of poverty and disease 
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- no profit sharing 
- income generated is expended in Kenya for benefit of Kenyan citizens 
- registered as a charitable trust 

 
Watu clinic does not qualify as a charitable trust hence not exempted from tax. 

 
(b) Income statement 

 
Net profit (income – 
expenditure) 
Add back disallowable 
expenses 
Salaries – partners 
Interest – partners 
Life cover for partners 
40% M.V expenses 
Depreciation 
Less: non-business 
income 
Expenses 
Donation and grants 
Goodwill 
Capital allowances 
Dividends 
Int. on deposits 
Adjusted partnership 
profits 
Profits for 9 months = 

 
 
  5.0 
12.0 
15 
67.2 
200 
 
 
 
 
 
 
 
 
9/12 x 765.2 = 
573.9 

3,741 
 
 
 
 
 
922.2 
 
 
3,600 
   140 
     96 
     50 
     12 
 

 
 
 
 
 
 
4,663.2 
 
 
 
 
 
 
3,898 
   765.2 

 
(c) 9 months to 30/9/2005 

 
 H. Kutibu 

40% 
Mrs. W 
Kutibu 
20% 

F. Nafuu 
40% 

Mganga Total 
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Interest x 
9/12 
Salaries x 
9/12 
Profits x 
9/12 
 
 
3 months 
from  

  15 
180 
  71.46 
266.46 
 
1 :10 :2005 

  5.25 
  - 
35.73 
40.98 
 
31/12/2005 

  15 
180 
  71.46 
266.46 

- 
- 
- 
- 

  35.25 
360 
173.65 
573.9 

 
 40% 10% 40% 10% Total 
Int. 3/12 
Salaries x 
3/12 
Profits x 
3/12 
 
Add for 9 
months 
above 

    5 
  60 
  10.62 
  75.62 
266.46 
342.08 

  1.75  
   - 
  2.655 
  4.405 
40.90_ 
45.385 

    5 
  60 
  10.62 
  75.62 
266.46 
342.08 

  3.0 
30 
  2.655 
35.655 
 - ___ 
35.655 

  14.75 
150 
  26.550 
191.3 
565.2 
765.2 

 
(d) - Combine Kutibu’s p/ship income and tax on husband 

- For Nafuu and Mganga, aggregate with other incomes and taxed on 
graduated scale. 
 
(e) Dr. (Mrs) Kutibu would be assessed separately on her Sh.240,000 salary as 
follows: 

 
121,968 @ 10% 
114,912 @ 15% 
236,880 
 
 
(240,000 – 236,880) @ 20% 
Gross liability 
Less personal relief 
PAYE 
Tax refund 

= 
12,196.8 
= 
17,236.8 
 
=   624.0 
30,057.6 
 
    
30,057.6 
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(13,944.0) 
   
(97,200) 
 
(81,086.4) 

 
 The refund would be used to offset the husbands tax liability as follows: 
 
 Partnership income   342,080 
 Add: Wife’s partnership income    45,385 
      387,465 
 

Tax liability 
Sh. 121,968 @ 10% 
Sh. 114,912 @ (15% + 20%) 
(Sh.387,465 – 351,792) @ 25% 
 
Less personal relief 
     Wife’s refund 
     Tax refund 

 
= 
12,196.8 
= 
40,219.0 
    8,918 
    
61,334 
   
(13,944) 
   
(78,960) 
   
(31,570) 

 
QUESTION THREE 

(a) Gross Profit 
Less allowable expenses only 
Rent and rates (W1) 
Office salaries 
Advertising costs 
Transport costs 
Capital allowances (W2) 
Net loss 

 
 
240,000 
826,000 
210,000 
236,000 
5,500,000 

4,165,000 
 
 
 
 
 
5,549,500 
(2,847,000) 

 
 W1 Rent and rate  =  prepaidmonthsx 








 3

15

000,300
000,300  

    = 240,000 
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 W2 Capital allowances 
 
    (i) Investment deduction (Kshs. 000) 

Item Q.Cost I.D @ 100% Residual for 
WTA & IBD 

Factory building 5,000 5,000 
5,000 

- 

 
(ii) WTA 

Class III @ 25% IV @ 12.5% 
Directors car 
Equipment net of ID 
 
WTA for 2005 
WDV 31/12/2005 

1,000,000r 

             - 
1,000,000 
  (250,000) 
   750,000 

- 
2,000,000 
2,000,000 
  (250,000) 
1,750,000 

 
 Summary of capital allowances: 
 

ID 
WTA (250,000 + 250,000) 

5,000,000 

   500,000 
5,500,000 
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 NB: The new equipment will enjoy capital allowances in 2006. 
 
(b)  Kitu Watu Total 
 Ratio 

Salary 600,000 ÷ 2 
Interest on capital @10% 
Share of loss 

2 
300,000 
360,000 
(2,008,360)) 
__1,348,360 

3 
300,000 
522,100 
(2,417,460) 
(1,595,360) 

5 
600,000 
582,100 
(4,029,100) 
(2,847,000) 

 
QUESTION FOUR 

(a) TOTAL ENGINEERING COMPANY LIMITED 
 TAXABLE INCOME FOR YEAR OF INCOME 2005 
 

 SH.’000’ SH.’000’ 
Sales 
Less sales returns 
Purchases plus carriage inwards 
Less returns outwards 
Gross profit 
Less allowable expenses 
Trade expenses 
Wages less amount paid to consult (2320 
– 300) 
Rent 
Insurance 
Repairs to Building and Machinery 
     (Sh.’000’ 300 + 46) 
Loose tools w/o 
Advertising 
Legal charges 
Audit fees 
Bad debts – specific 
Debenture interest 
 
Less capital allowance 
Adjusted business income 

30,780 
  (700) 
24,370 
  (500) 
 
 
100 
2,020 
300 
190 
 
346 
10 
254 
80 
70 
74 
  600 

 
30,080 
 
23,870 
6,210 
 
 
 
 
 
 
 
 
 
 
 
 
4,044 
2,166 
2,000 
166 

 
(b) Tax Payable 

Corporation tax @ 30% (Sh.166,000 x 30%) = Sh.49,800.  Tax thereof is 
expected to be paid first during the year as tax instalments by 20th of 4th , 
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(30/4/2006) 6th, 9th and 12th months.  Any balance of tax is payable by end of 
4th month after year-end. 

 
(c) Giving the director a company car would give rise to a taxable employment 

benefit (car benefit) to the director and taxable benefit will be computed as the 
higher of c.c. rating for the car and 2% per month multiplied by initial cost of 
the car.  On the side of the company maintenance costs for the car will be an 
allowable expense. 

 
(d) The claim by the consultant with respect to the VAT promising to find a way 

of getting tax due (VAT) written off amounts to tax evasion which is penalized 
under the VAT Act, i.e failure to pay tax on time will attract Ksh.10,000 penalty 
plus 2% per month interest compounded.  Any falsehood would attract a fine 
of up to Ksh.500,000 or up to 3 years imprisonment. 

 
 
 
 
QUESTION FIVE 

(a) (i) Stamp Duty 
 

Stamp duty is a charge by the Government in respect of some documents 
specified in the Stamp Duties Act.  The stamp duties law is enforced to raise 
revenue by requiring certain documents to be stamped.  The instruments 
include those for securing the payment of money, the performance of some 
obligation, transfer of property, mortgage of property, etc.  The instruments 
requiring stamping includes agreements such as Hire Purchase agreement, 
partnership deeds, bills of exchange, memorandum of associations, articles of 
association and capital of companies, conveyances on sales or title deeds, lease 
agreement, marketable deed, affidavit or statutory declaration, awards, bill of 
lading, delivery order, instrument of divorce, letter of allotment of shares, etc. 

 
 (ii) Matters Relating to Export Processing Zones 
 

 An E.P.Z is an area within a country which is free of duty or government 
red tape.  An EPZ enterprise will be exempted from paying any corporation 
tax for a period of 10 years commencing with the year in which production, 
sales or receipts from its activities commence.   
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 After the first 10 years an E.P.Z enterprise will be subject to corporate tax 
at the rate of 25% for a period of 10 years commencing immediately 
thereafter. 

 Exports are zero rated for VAT purposes. 

 100% I.D on building and machinery used to manufacture exports. 
 
(b) Payment by an E.P.Z enterprise to non-resident person shall be deemed to be 

exempted from tax.  Resident employees and directors of an E.P.Z enterprise 
are liable to tax and deduction of PAYE.  The E.P.Z is required to comply with 
the rules and regulations concerning the deduction of tax from their 
employment income. 

 
 (i) JENGA ENGINEERS AND ASSOCIATES 
  VALUE ADDED TAX ACCOUNT FOR YEAR 2006 
 

INPUT TAX  OUTPUT TAX  
Accountancy & Audit  
     (2,250 x 16%) 
Legal Services 
     (300,000 x 16%) 
Design materials 
     (1,600,000 x 16%) 
VAT payable 

 
  360 
 
48,000 
 
256,000 
  895,640 
1,200,000 

Professional fees 
(Sh.7,500,000 x 16%) 

 
1,200,000 
 
 
 
 
_______ 
1,200,000 

  
Notes: 

 1. Medical services are exempt hence do not attract VAT. 
 

2. Salaries and wages and depreciation are not services provided for VAT 
purposes hence not taxable. 

 
(ii) VAT on professional fees must have been accounted for on a monthly basis 

and payable in each following month, i.e the month following the month in 
which services were rendered.  VAT is payable by bankers cheque addressed to 
Commissioner VAT by 20th of following month. 
Form VAT 3 is used to account for VAT payable monthly. 

 
 
 

Download more at www.ebookskenya.co.ke


