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This note provides a preliminary analysis of tax revenue and expenditure ratios using scale 
variables and examines their implications for forecasting the Kenyan national budget for the 
2025/26 financial year.

Introduction

Theory

Macroeconomic variables drive public budgets through their impact on both revenue and 
expenditure. Changes in macroeconomic variables are important in providing an understanding 
of how they affect tax revenue and expenditure and the necessary adjustments that need to be 
made. 

On the tax revenue side, expressing the specific tax revenue to its scale variable translates into an 
average tax revenue ratio. For example, all else constant, increase in private final consumption, 
often on account of growing disposable income for households or other related factors1 is expected 
to lead to an increase in VAT receipts, and vice versa. The same results are generally expected for 
each of the other key revenue components including personal income tax, import duty and excise 
duty given an increase in their respective scale variables.

On the expenditure side, expressing the specific expenditure items, such as wages and benefits, 
interest payments and so on, to their respective scale variables translates to average expenditure 
ratio. Rise in stock of total public debt, for example, is expected to increase government spending 
on interest payments, and vice versa.

1Factors including low and stable inflation and strong remittance inflows.
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Relevant Scale Variables 

The following relevant scale variables were considered for calculations and projections for this 
initial note:

A.  Revenue side: 

•	 Total VAT – Private final consumption + Non-Profit Institutions Serving 
Households (NPISH)

•	 Domestic VAT – Private final consumption +NPISH, net of imports (with 
machinery excluded)

•	 VAT Imports – Imports excluding machinery
•	 Import Duty – Imports value

B.  Spending side:

•	 Total interest payments – Total public debt stock
•	 Domestic interest payments – Domestic stock of debt
•	 Foreign interest payment – Foreign stock of debt

A. Revenue Ratios 

1.  Average VAT Collections Rate

The Value Added Tax (VAT) is an indirect tax levied on the consumption of taxable goods and 
services supplied within Kenya and/or imported into the country. As a broad-based tax on 
consumption, the relevant scale variable for analyzing VAT performance is the sum of private 
final consumption expenditure and Non-Profit Institutions Serving Household (NPISH), as 
reported in the National Accounts Annual Nominal figures. 

The VAT revenue/private final consumption ratio aims to provide a measure of the extent to which 
VAT is collected on the natural tax base of the tax, that is final private consumption expenditure. 
However, it is important to recognize that not all consumption is subject to VAT, as some goods 
and services are exempted or zero-rated for policy reasons. The ratio is calculated by dividing 
total VAT revenue (including both domestic and import VAT) by the value of the private final 
consumption expenditure.

Since the private final consumption expenditure data is reported on a calendar year basis, fiscal 
year consumption expenditure estimates were derived by taking the average of two adjacent 
calendar years. We did this to match the fact that VAT revenue is recorded on a fiscal year basis.

According to economic theory, the relationship between VAT revenue and consumption is 
not strictly linear. In some cases, growth in VAT revenue may be inversely related to growth 
in consumption, particularly when policy interventions (such as rate changes or exemptions) 
distort this relationship.
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Graph 1: Trends in Total VAT Ratio

Source: Author’s calculation using data from KNBS Economic Surveys and National Treasury’s Estimates of Revenue

From graph 1, the average rate of VAT collection between the fiscal years 2013/14 and 2023/24 
was approximately 5.3%, significantly below the headline VAT rate of 16%, suggesting that 
collection of the VAT revenues have been operating below its potential. 2013/14 FY recorded 
the highest ratio at 5.7%, following the enactment of VAT Act, 2013, which streamlined the VAT 
framework and broadened the tax base by imposing VAT on many goods and services that had 
previously been exempted or zero-rated. However, in subsequent years, the ratio exhibited a 
gradual downward trend, an outcome likely driven by a combination of structural, policy and 
administrative factors including:

•	 Frequent and often unpredictable tax policy changes, such as the expansion of VAT 
exemptions or zero-rating of widely consumed goods and services.

•	 Shift in consumption patterns toward VAT-exempt or zero-rated goods and services, 
particularly among low-income households.

•	 Weaknesses in tax administration, including compliance gaps and enforcement 
challenges.

•	 Increased consumption through non-VAT registered sellers (typically businesses whose 
annual turnover is below KSh 5 million) especially in the informal sector, which remains 
outside the VAT net.
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•	 Measurement limitations in consumption data: A significant share of Kenya’s population, 
particularly in rural areas engage in subsistence production. While the Kenya National 
Bureau of Statistics (KNBS) attempts to account for this in its estimates, such imputed 
values may affect the accuracy of the private consumption base used to assess VAT 
performance. However, this that does not negate the role of private consumption as a 
means of predicting revenue despite its constructions errors which do not change very 
much from year to year.

In 2018/19 there was a slight increase in the ratio, primarily driven by the introduction of an 8% 
VAT on all petroleum products, both imported and locally retailed.  This policy change resulted 
in higher VAT collections from both domestic sales and imports during that fiscal year.

In 2019/20 there was a notable dip in the ratio due to the temporary reduction of the VAT rate 
from 16% to 14% to cushion the economy against COVID 19 shocks. Although these measures 
supported consumption, the VAT yield fell, reflecting both the rate cut and weak economic 
activity. Despite a rebound in consumption post -COVID, the ratio has not returned to its 2013/14 
peak remaining consistently below 5.7%. This persistent gap suggests underlying inefficiencies 
and structural limitations in Kenya’s VAT system, underscoring the need for policy stability, base 
broadening and stronger administrative capacity in order to improve VAT revenues.

2.   Average Domestic VAT Collection Rate

The ratio between domestic VAT revenue and total private consumption expenditure net of 
imports (excluding machinery) can be used to assess trends in the consumption of domestically 
supplied vatable goods and services. A rising ratio generally indicates increased consumption of 
vatable domestic goods and services, or improvements in VAT compliance, or enhanced revenue 
administration efficiency. Conversely, a declining ratio may suggest a shift in consumption toward 
VAT exempt, zero-rated, or imported goods and services or a deterioration in VAT enforcement 
and compliance.
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Graph 2: Trends in Domestic VAT Ratio

Source: Author’s calculation using data from KNBS Economic Surveys and National Treasury’s Estimates of Revenue

Between the financial years of 2015/16 and 2020/21, the ratio of domestic VAT revenue to total 
private consumption expenditure excluding imports declined steadily from a peak of 4.1% in 
2015/16 to a low of 2.9% in 2020/21, before recovering in subsequent years. This trend is consistent 
with movements in the average total VAT collection rate. Several factors help explain this:

•	 Policy reforms: The implementation of VAT Act 2013 significantly broadened the VAT 
base by reducing the number of exempt and zero-rated goods and services. Specifically, 
the number of exempt goods and services was drastically reduced from over 400 to fewer 
than 60 categories2, thereby increasing the pool of taxable supplies. This contributed to the 
higher VAT ratios observed prior to 2018/19.

•	 Improved compliance and enforcement: The VAT Act 2013 also led to modernization of 
VAT administration, including stronger compliance monitoring and increased follow-up 
on non-compliant businesses, thereby boosting domestic VAT performance.

•	 Introduction of VAT on all petroleum products: In 2018/19, an 8% VAT was imposed on all 
petroleum products both imported and locally retailed, which are consumed across nearly 
all sectors of the economy. This policy reform expanded the VAT base and temporarily 
boosted revenue.

2Boniface, Muia Mutie. The Effect of the Value Added Tax Ammendment 2013 on Tax Revenue in Kenya. Nairobi, 2016.
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The ratio dropped sharply in 2019/20 and 2020/21 due to the economic impact of the COVID-19 
pandemic. In addition to the VAT rate cut, the government introduced tax relief measures to 
cushion households. These included a 100% tax relief for individuals earning a gross monthly 
income of up to KSh 24,000 (typically low-income earners) and a reduction in the top Pay-As-
You-Earn (PAYE) rate from 30% to 25%. While these measures provided households with higher 
disposable incomes, which supported consumption, they led to a reduction in VAT revenue, 
hence the dip in the ratio. The subsequent reversal of these reliefs in 2021/22 contributed to the 
recovery in VAT collections. The VAT rate, which had been reduced from 16% to 14% in 2020/21 
as a stimulus measure, was reinstated at 16% leading to a rebound in VAT collections.

The notable rise in the ratio in 2023/24 was primarily driven by the doubling of VAT on petroleum 
products from 8% to 16%. Given the significant share of petroleum products in consumption, this 
tax policy shift had a pronounced effect on the domestic VAT revenue performance. 

Notably, the ratio of domestic VAT revenue to total private consumption excluding imports is 
significantly below the standard VAT rate set at 16%. This gap can be attributed to:

•	 The continued existence of VAT exemptions and zero-rated items especially for 
commodities consumed by low-income households;

•	 Compliance gaps and tax evasion;
•	 Structural limitations in the tax base, including a large informal sector.

Nonetheless, apart from the pandemic period, the growth rate of domestic VAT revenue has 
consistently grown at a faster rate than private final consumption expenditure. This suggests that, 
despite economic shocks and policy fluctuations, demand for vatable goods and services has 
remained relatively inelastic.

3.  Average VAT Imports Collection Rate

The VAT import ratio provides insights into how effectively VAT is applied to imported goods 
and services, which constitute a significant portion of Kenya’s consumption basket. The base for 
computing VAT on imports includes the Cost, Insurance and Freight (CIF) value, Import Duty, 
and Excise Duty, making it highly sensitive to both international price movements and domestic 
tax policy adjustments.
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Graph 3: Trends in VAT Imports Ratio

Source: Author’s calculation using data from National Treasury’s Estimates of Revenue and KNBS Quarterly BOP 
Reports

Graph 3 shows a general upward trend in the ratio of VAT on imports to total imports (excluding 
machinery), in contrast to the relative decline observed in the ratio of domestic VAT revenue to 
private domestic consumption, over the same period. 

Notably, the VAT collection rate on imports is consistently higher than that of domestic VAT- 
typically more than double. This divergence can be attributed to the differing institutional 
arrangements for VAT administration. VAT on imports is collected by the Kenya Revenue 
Authority’s (KRA) Customs and Border Control Department, which also captures data on import 
volumes and values. This introduces potential risks of under collection, particularly in the case of 
smuggled consumer goods or misclassified imports that escape customs scrutiny. These factors 
can distort the import VAT ratio by inflating the apparent collection efficiency. If smuggled 
consumer imports and underreporting of import values are factored in , the actul VAT import 
to imports (excluding machinery) ratio may be lower than recorded. By contrast, domestic VAT 
is administered through self-assessment by registered businesses acting as government agents, 
which increases vulnerability to evasion and underreporting, contributing to the relatively lower 
domestic VAT collection rate. 

The sustained upward trend in the ratio reflects structural and policy-specific factors influencing 
VAT performance on imports including:

•	 Composition of import commodities: Throughout the observed years, between 50 -60 % of 
imported commodities comprised non-food industrial supplies and fuel and lubricants, both 
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of which attract VAT. In 2021/22, however, consumer goods and food and beverages dominated 
imports categories with significant VAT implications due to their broad consumption base.

•	 Tax policy reforms: Increases in import duty and excise duty rates on selected imported 
goods expanded the taxable base thereby boosting VAT receipts. Since VAT is applied to the 
duty-inclusive value, these increments directly enhance VAT collections on imports.

•	 Exchange rate dynamics: From 2017/18 to 2021/22, the Kenyan shilling was overvalued, 
making imports relatively cheaper.  The lower cost of imports incentivized shifts in household 
and industrial consumption patterns toward imported commodities further expanding the 
base for VAT imports.

The VAT imports to imports (excluding machinery) ratio displayed more consistent growth, with 
notable exemptions in 2019/20 and 2022/23. In 2019/20 the decline was largely due to COVID-19 
related disruptions including tax relief measures adopted by the government and a contraction 
in global trade. In 2022/23, the dip can be attributed to a significant drop in petroleum products 
imports, resulting from reduced domestic demand. The reduction in demand was driven by:

•	 Soaring global crude oil prices,
•	 Depreciation of the Kenyan shilling, and,
•	 The removal of fuel subsidies, which significantly raised local fuel prices and curtailed import 

volumes.

The highest VAT import to imports (excluding machinery) ratio was recorded in 2021/22, despite 
a decline in the overall value of imports of goods and services (excluding machinery). This 
paradox can be explained by:

•	 The reinstatement of the VAT rate from 14% to 16% after temporary COVID-19 reduction, 
which sharply raised VAT collections.

•	 A post pandemic surge in imports of consumer goods, as households resumed normal 
spending behavior using savings accumulated during lockdowns. 

The second-highest ratio occurred in 2023/24 primarily driven by the doubling of VAT on 
petroleum products from 8% to 16%. Given that petroleum products constitute a significant share 
of total import value, this tax policy shift had a pronounced effect on VAT revenues from imports.
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4.  Average Import Duty Ratio 

Import duty is levied on the value of goods and services entering the country and remains a 
significant component of Kenya’s trade tax framework. The applicable rates as defined by the East 
Africa Community Common External Tariff (CET) range from 0%, to 35% depending on the 
level of processing and regional policy. Kenya’s top three import categories value are:

•	 Non-food industrial supplies, which attract a spectrum of tariffs: 0% on raw materials, 10% 
on intermediate goods and 25%- 35% on finished goods.

•	 Fuel and lubricants, which are largely exempt from import duty.
•	 Machinery and other capital equipment which are typically zero rated under the CET for 

developmental purposes.

Graph 4: Trends in Import Duty/ Imports Ratio

Source: Author’s calculation using data from National Treasury’s Estimates of Revenue and KNBS Quarterly BOP 
Reports

As illustrated in graph 4, Kenya’s average import duty ratio (import revenue as a share of total 
import value) exhibits a general upward trend over the period under review. This reflects 
a combination of policy adjustments, shifts in composition of imports and external shocks 
(which could influence international prices of commodities). The rising import duty ratio also 
indicates Kenya’s increasing reliance on trade taxes and a more protectionist trade stance. While 
this may support local industries in the short run, sustained increases in import tariffs can risk 
trade distortions, limit consumer choices, and reduce long-term competitiveness. However, the 
observed increases in Kenya’s ratio remain within moderate bounds and do not yet signal harmful 
levels of protectionism that could significantly suppress imports.
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The highest ratio was recorded in 2021/22, despite a slight dip in total import values. This was 
largely driven by a surge in the importation of consumer goods, foods and beverages, all which 
fall under higher duty bands under the CET. The rise followed the resumption of normalized 
economic activities post-COVID as consumer demand rebounded. In contrast, 2022/23 saw a 
sharp decline in the ratio despite a surge in import values. This was due to increased imports of 
high values of fuel and lubricants which are largely zero-rated or attract minimal tariffs. There 
was a partial rebound of the ratio in 2023/24 attributed to an increase in food imports particularly 
milled rice, maize, beans3  and vegetable oil which attract higher tariff rates.

B.  Spending Ratios

1.  Total Average Interest Rate: Total Interest Payments/Total Debt Stock

Between the fiscal years 2013/14 and 2022/23, Kenya’s nominal debt stock experienced a 
significant increase, as illustrated in graph 5 below. This growth was as a result of persistent budget 
deficits resulting from lower-than-anticipated revenue collection coupled with rising government 
expenditures. Over this same period, the total average interest rate rose by one percentage point, 
moving from 6.1% to 7.1%, signaling a general increase in the cost of borrowing.

Several factors contributed to this rise in borrowing costs. For instance, Kenya’s attainment of lower 
middle-income country (LMIC) status in 2014 led to a reduction in its access to affordable and 
long-term concessional loans. This shift in access compelled the country to increase its reliance on 
international capital markets, as evidenced by the issuance of its debut 5- and 10-year Eurobonds 
in the same year. Furthermore, Kenya has faced heightened exchange rate volatility over the years. 
In nominal terms, the Kenyan shilling depreciated against the US dollar and the Euro, weakening 
from Ksh 86.1 and Ksh 114.4 in 2013 to Ksh 139.9 and Ksh 151.3 in 2023, respectively. This 
depreciation further inflated the cost of servicing foreign currency-denominated debt, thereby 
contributing to the overall increase in the cost of debt. 
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Graph 5: Trends in Average Total Interest Rate 

Source: Author’s calculation using data from the National Treasury

Domestically, an increased reliance on short-term debt instruments offering higher rates of return 
has driven borrowing costs upward. In 2013, outstanding domestic securities comprised 23.3% 
Treasury bills and 71.3% Treasury bonds. By the end of the fiscal year 2017/18, the proportion of 
Treasury bills had increased to 35.5%, while Treasury bonds had decreased to 61%. Consequently, 
interest rates rose, with the Central Bank Rate (CBR) increasing from 8.8% in 2013 to 12.5% in 
2023, while the rate on the 91-day Treasury bill doubled from 8.9% in 2013 to 15.7% in 2023.

2. Domestic Average Interest Rate: Domestic Interest Payments/Domestic debt   
stock

Kenyan domestic debt is composed of government securities and overdrafts at the Central Bank 
of Kenya. A larger portion of this debt stock is held in government securities, which include 
Treasury bills and bonds. Increased reliance on domestic debt is linked to higher refinancing risks 
due to the shorter maturity periods associated with it. Beyond its function as a borrowing tool, 
the sale of government securities serves as a mechanism for controlling the money supply and, 
consequently, stabilizing inflation within the economy.
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Graph 6: Trends in Average Domestic Interest Rate 

Source: Author’s calculation using data from the National Treasury

The ratio of domestic interest payments to the domestic debt stock, also known as the domestic 
average interest rate, reveals the average cost the government incurs while borrowing from 
domestic sources. A higher ratio signifies a higher average interest rate being paid on its domestic 
debt, and a lower ratio indicates a lower average borrowing cost domestically. An analysis of 
this ratio shows that Kenya experienced a notable increase in cost of borrowing domestically 
from 11.05% in FY 2013/14, peaking at 12.69% in FY 2016/17. Subsequently, the rate declined to 
11.79% in FY 2019/20 and further to 11.68% in FY 2021/22. 

The rise in borrowing costs observed between the FY 2013/14 and 2016/17 can be attributed to 
an increased composition of short-term debt, specifically Treasury bills, which grew from 23.3% 
to 35.2%. This was further compounded by a rise in the Central Bank Rate (CBR) from 8.8% to 
10% during the same period. However, a sharp decline in borrowing costs was witnessed from 
FY 2019/20, stemming from a downward revision of the CBR rate from 8.5% in 2019 to 7.5% 
by the end of FY 2021/22. Nevertheless, during FY 2022/23, the Monetary Policy Committee 
revised the CBR upwards to 10.5%. This adjustment aligned with the implementation of a tight 
monetary policy aimed at curbing inflation, which was escalating due to the lingering effects of 
the Covid-19 pandemic, the conflict in Ukraine, and unfavorable weather patterns.

3. Foreign Average Interest rate: Foreign Interest Payments/ Foreign Debt Stock 
Ratio

The main sources of Kenya’s external financing are multilateral, bilateral and commercial creditors 
with multilateral creditors holding a bigger share of debt. A significant amount of this external 
debt is denominated in foreign currencies, predominantly USD and Euro, making its changes 
closely tied to currency (exchange rate) fluctuations.
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Graph 7: Trends in Average External Interest Rate 

Source: Author’s calculation using data from the National Treasury

The Foreign Average Interest Rate represents the ratio of foreign interest payments to the total 
foreign debt stock, effectively measuring the average cost incurred by the government when 
borrowing from international sources. This ratio increased steadily from FY 2013/14 to FY 
2019/20. This upward trend was driven by increases in both foreign interest payments and 
the repayment of foreign debt which reduced the overall foreign debt stock (denominator). A 
significant contributing factor to this rise was the depreciation of the Kenyan Shilling (in Nominal 
terms) against major currencies like the US dollar and the Euro. In 2019, Kenya repaid its 5-year 
bond issued in 2014. The ratio experienced a dip in FY 2020/21, coinciding with the COVID-19 
pandemic, as the country benefited from debt service suspension initiatives offered by many 
creditors.
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Implications for Projections

1. VAT and Import Duty Projections

Based on historical trends and projected ratios, the total VAT revenue for 2025/26 FY is expected 
to increase marginally. However, the growth rate of total VAT revenue is likely to fall. This 
subdued performance can be attributed to a combination of fiscal policy shifts and broader 
macroeconomic dynamics.

On the policy front, the proposed 2025 Finance Bill if enacted, seeks to reclassify a number of 
zero-rated goods to either exempt status or subject them to the standard 16% VAT rate. While 
this shift could broaden the VAT base and increase revenue in the short-term, it may also lead 
to inflationary pressures on essential commodities, potentially dampening overall consumer 
demand. 

In particular, the domestic VAT component is expected to exhibit modest growth, though not 
at the levels projected by the National Treasury in the Budget Policy Statement 2025. Elevated 
prices on vatable goods and services will drive consumers especially low-income households 
toward informal, unregistered sellers operating within the “Kadogo Economy” which remains 
outside the VAT net. The shift in consumption patterns could significantly constrain domestic 
VAT revenue performance in the coming year.

While the President has asserted that VAT is substantially under collected, efforts to significantly 
increase the collection rate in the medium term may prove unrealistic. Enhancing VAT compliance 
would require more stringent enforcement across both VAT registered and unregistered 
businesses – a particularly difficult undertaking given the large and fragmented nature of the 
informal sector. Moreover, even if tax administration challenges were resolved and compliance 
improved, the resulting inflationary pressures from broader tax enforcement could exacerbate 
the cost living and trigger public unrest, including protests and demonstrations.

On the imports side, external factors -especially exchange rate movements will play a key role. 
The current overvaluation of the Kenyan Shilling, if sustained throughout 2025/26 fiscal year, will 
continue to make imports relatively cheaper. This reduces the taxable base for VAT on imports 
and import duty particularly in the event the composition of imports is skewed toward capital 
goods that are either zero rated or attract low duty rates. Consequently, unless there is a significant 
change in the composition of imports, or in exchange rate policy, revenue from VAT on imports 
and import duty is unlikely to meet the targets set by the National Treasury.

Overall, the projected trends suggest that the National Treasury may fall short of its revenue 
targets in 2025/26. This shortfall could widen the fiscal deficit, potentially forcing the government 
to seek additional borrowing from the domestic or international markets to bridge the financing 
gap. 



15

2.  Average Total Interest Rates

Average total interest rates for FY 2025/26 are likely to increase slightly. This expectation stems 
from the factors highlighted below:

o	 Increase in nominal fiscal deficit value over the years. This trend is likely to persist in the next 
fiscal year. This is despite the efforts to implement a tight fiscal policy aimed at rationalizing 
public spending and mobilizing more revenue to achieve the fiscal consolidation agenda.

o	 The country’s poor credit rating. This has resulted to the negative perception of lenders, 
thus, limiting the country’s access to new loans, and particularly cheaper concessional loans.

o	 It has also had a negative effect on the exchange rate. That is, lenders poor perception and 
the resultant limited funding source drive ups demand for commercial loans which are 
denominated in foreign currency (e.g Euro bond). 

o	 Poor credit rating has led to reduction of the grace period of new external debt from 4.8 
years in 2023 to 4.4 years in 2024. 

o	 The weighted average interest rate on new external loans has also increased from 3.2 % in 
2023 to 4.6 % in 2024.

o	 The current tariff war between the United States and selected trade partners has created a 
state of uncertainities in the global trade market. There is thus, less likelihood of easening of 
the tight monetary policy stance in the US. High debt costs (of foreign denominated debt) 
will therefore persist in the near future.

o	 The MTDS 2025 however emphasizes on shifting the composition of domestic debt, that 
is, reduction of Treasury bills. This coupled with the reduced central bank rates will reduce 
domestic debt costs. The positive impact of this change is however not enough to offset the 
abovementioned negative effects.
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