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Introduction

Kenya's Medium-Term Revenue Strategy (MTRS)
promises a tax-to-GDP ratio of 20 per cent by 2026/27.
Industrial policy, meanwhile, promises to halt a prema-
ture retreat from manufacturing. My argument is that
the Finance Acts 2023-25 and the Finance Bill 2026
pay for the first promise out of the second. Caps on
loss carry-forward and allowances spread over a decade
lift the effective marginal tax rate on long-gestation
investment. A Ksh 35 billion refund float, together
with the quiet shift of goods from zero-rated to exemprt,
turns VAT into a levy on working capital. Excise, an
instrument for correcting externalities, has drifted onto
intermediate inputs and, in the case of spirits, past the
revenue-maximising rate.

The cheapest corrections are appropriation and proce-
dural rather than legislative: fund the refund line,
integrate the systems, and leave the rules alone. Behind
the detail lies a single contradiction, between what the

'National Treasury and Economic Planning (Kenya),
Medium-Term Revenue Strategy: An Approach for Enhancing
Domestic Revenue, FY 2024/25-2026/27 (Nairobi: Govern-
ment of the Republic of Kenya, 2023), https://www.treasury.
go.ke/sites/default/files/Strategies/Medium-Term-Revenue-
Strategy-2023.pdf.

state says it wants in revenue and whatit saysitwantsin
industry. The industrial commitmentis real enough on
paper: manufacturing’s share of GDP has been falling
at per-capita income levels far below those at which
the advanced economies began shedding industry, and
what growth there has been is not resource-driven.” Yet
the last three Finance Bills pursue their revenue targets
through instruments whose incidence lands on the
production side of the economy. The two objectives are
not merely in tension; the first is being financed out of
the second.

The mechanism is easy to miss, because the headline
rates have not moved. Resident corporate income tax
(CIT) stays at 30 per cent, standard VAT at 16 per cent.
Adjustment has come instead through the effective
schedule: how the base is defined, when reliefs arrive,
what technology gates a claim, and how intermediate
inputs are treated. Capital-intensive manufacturing
runs on a high capital-output ratio, long payback hori-
zons, thin operating margins and deep input chains.
For a firm of that shape the statutory rate is nearly
beside the point. What binds is the effective marginal
tax rate (METR) on investment and the effective wedge

*Dani Rodrik, “Premature Deindustrialization,” Journal of
Economic Growth 21, no. 1 (2016): 1-33.



on the input bundle. Both have risen sharply, and Par-
liament has legislated no change in rates at all.

Legislative Churn as a Fiscal Exter-
nality

One fact about the institutional environment condi-
tions everything that follows. The Income Tax Act
(Cap. 470, 1973) has absorbed more than 150 amend-
ments, roughly 2.8 a year; the VAT Act (2013) some
29; the Excise Duty Act (2015) about 18.° Three
consequential Finance Bills have passed in three years.
Kenya runs its tax code as a continuously adjusted fiscal
instrument, not as a stable institution. That is not a
complaint about style. It is a cost, and the channel is
well defined. In Adam Smith’s second canon, certainty
enters the investor’s problem through the discount
rate. For a firm holding irreversible, sector-specific
capital, policy volatility cannot be diversified away, so
it prices into the hurdle rate as a risk premium.* A
broadened general anti-avoidance rule (GAAR) adds a
second layer: the discretionary risk that the treatment
a transaction receives after the fact differs from the
legal form it took at the outset. Appraise a fifteen-year
investment against a rule set that changes every year and
the risk-adjusted user cost of capital rises, even with the
statutory schedule frozen. Predictability is the binding
constraint; the annual Finance Bill cycle consumes it.

Income Tax: the METR Rises while
the Statutory Rate Stands Still

The MTRS signals a retreat from preferential sectoral
rates, exemptions and profit-based incentives, on the
grounds that they erode the base. The direction is
defensible. The execution, however, moves the burden
onto the timing of relief, which is precisely where
capital-intensive projects are most exposed. Hall and

*Income Tax Act, Cap. 470, Laws of Kenya; Value Added Tax
Act, No. 35 of 2013, Laws of Kenya; Excise Duty Act, No. 23 of
2015, Laws of Kenya. Amendment counts are the author’s tally
of amending legislation through the Finance Act, 2025.

*Adam Smith, An Inquiry into the Nature and Causes of the
Wealth of Nations (London: W. Strahan and T. Cadell, 1776),
bk. V, chap. II, pt. II (the second maxim of taxation, certainty).

Jorgenson’s (1967) user cost of capital makes the chan-
nel explicit:

c:q(r+5)(1—uz)
1—u

where g is the price of the capital good, r the discount
rate, ¢ the rate of economic depreciation, w the statu-
tory CIT rate, and z the present value of depreciation
allowances and loss offsets per shilling of investment.”

Recent legislation works almost entirely on z. The Fi-
nance Act 2025 replaced indefinite loss carry-forward
with a five-year cap, extendable by a further five
on application to the Cabinet Secretary.® Consider a
greenfield plant. Such a firm front-loads its allowances
and books losses it expects to absorb against profits
arriving in year seven or eight, a perfectly ordinary
profile in heavy industry. Under the cap, that relief
may expire unused. Under the spreading rule, it arrives
late for certain. At a 15 per cent nominal discount
rate, typical of shilling-denominated project finance’,
a shilling of relief received in year ten is worth about
25 cents today. Cutting z raises c, raises the METR on
marginal investment, and raises it most for the long-
gestation projects industrial policy claims to want. The
asymmetry between profits and losses penalises risk-
taking twice over: the state takes a full 30 per cent share
of the upside while putting a clock on its share of the
downside.

A compliance channel runs alongside the timing one.
Pillar Two top-up taxation, advance pricing arrange-
ments, deemed-distribution rules and shortened filing
deadlines all raise audit exposure and the cost of provi-
sioning against it. This is deadweight, distinct from any
tax actually remitted, and it falls on the firms easiest to

°Robert E. Hall and Dale W. Jorgenson, “Tax Policy and
Investment Behaviour,” American Economic Review S7, no. 3
(1967): 391-414.

°Finance Act, 2025, Laws of Kenya (amending, inter alia,
Income Tax Act, Cap. 470, s. 15 on the carry-forward of tax
losses, and the investment-allowance schedule).

"Benchmarked to the cost of shilling debt: Central
Bank of Kenya, Commercial Banks’ Weighted Average Lend-
ing Rates (monthly series), https://www.centralbank.go.ke/
statistics/interest-rates/. The sector average lending rate stood
at 17.2 per cent in November 2024 and 14.4 per cent in June
2026, so 15 per cent is a mid-range nominal rate for corporate
borrowing over the period; project finance for greenfield indus-
trial capacity typically prices above the sector average.



see: the already-taxed intensive margin, not the untaxed
extensive margin.

Labour shows the same pattern, with the payroll wedge
widening from both sides. SHIF (2.75 per cent) and
the Affordable Housing Levy (1.5 per cent) add 4.25
per cent of gross pay to employee deductions on top of
PAYE and NSSF, and the matching employer contribu-
tions raise the cost of employment directly.® Both levies
are uncapped proportional charges on gross pay, so
their incidence is flat rather than progressive. In a low-
margin tradable sector with little scope to pass costs
into world prices, standard incidence analysis puts the
employer share on some combination of slower wage
growth, fewer jobs, and the viability of marginal plants.
Compressed take-home pay then feeds wage demands,
and the wedge widens again.

VAT: A Consumption Tax Operat-
ing off its Neutrality Locus

The case for VAT rests on production efficiency.
By crediting input tax, it reaches final consumption
while leaving producer prices undistorted, which is the
Diamond-Mirrlees (1971) prescription.” Kenya’s VAT
departs from that design along three margins.

First, the refund float. An exporter’s output is zero-
rated, but input VAT still accrues on materials, machin-
ery and utilities, which creates a statutory refund claim:
a liability of the state, not a favour from it. Refunds
owed stood near Ksh 35 billion in February 2026.
Verified claims of roughly Ksh S billion a month run
against an appropriation of Ksh 2.5 billion, so arrears
accumulate mechanically; by May 2026 MPs were cit-
ing a backlog approaching Ksh 50 billion.” Firms have

*Social Health Insurance Act, No. 16 of 2023, Laws of Kenya,
and Social Health Insurance (General) Regulations, 2024 (con-
tribution of 2.75 per cent of gross salary); Affordable Housing
Act, No. 4 of 2024, Laws of Kenya, s. 4 (levy of 1.5 per cent of
gross salary, matched by the employer).

°Peter A. Diamond and James A. Mirrlees, “Optimal Taxation
and Public Production I: Production Efficiency,” American Eco-
nomic Review 61, no. 1 (1971): 8-27; Peter A. Diamond and
James A. Mirrlees, “Optimal Taxation and Public Production II:
Tax Rules,” American Economic Review 61, no. 3 (1971): 261-
278.

1°“MPs Raise Alarm over Ksh50B VAT Refund Backlog
at KRA,” People Daily, May 22, 2026, https://peopledaily.

substituted into offsets, netting Ksh 49.7 billion of
verified refunds against other liabilities by June 2025,
double the previous year. That conceals the cash-flow
gap without closing it." What the arrears amount to is
a compulsory, interest-free loan from manufacturers to
the Exchequer. At commercial lending rates near 15 per
cent, a Ksh 35 billion float transfers something like Ksh
5 billion a year, and it is borne by firms with thin export
margins, high volumes and price-elastic demand. An
unfunded refund line turns a neutral tax into a levy on
working capital.

Second, the reclassification of goods from zero-rated to
exempt. Politically the two look identical, since neither
puts VAT on the final sale, and economically they are
opposites. Zero-rating keeps the input credit chain in-
tact; exemption cuts it, turning recoverable input VAT
into a sunk cost that cascades into producer prices. The
fiscal attraction is obvious: exemption extinguishes the
refund liability outright. The allocative effect is protec-
tion in reverse, because a domestic assembler carries
input VAT that an importer of the finished substitute
does not. Every such reclassification moves the system
further from production efficiency while presenting
itself as consumer relief.

Third, compliance technology has become a gate on
recovery. € TIMS electronic invoicing is now a precon-
dition for reclaiming input tax: unmatched claims are
flagged automatically, and a single non-compliant sup-
plier can void an otherwise valid credit. KR A’s customs
platform (iCMS) and iTax still do not talk to each
other, which strands import VAT between two systems
belonging to the same authority.”” Withholding VAT
pulls collection forward while leaving suppliers out

digital/news/mps-raise-alarm-over-ksh50b-vat-refund-backlog-
at-kra; Kenya Association of Manufacturers, “Kenya’s VAT
Refund Dilemma, a Costly Manufacturers Pain Point,”
May 23, 2025, https://kam.co.ke/kenyas-vat-refund-dilemma-
a-costly-manufacturers-pain-point/ (verified claims of roughly
Ksh S billion per month against a Ksh 2.5 billion allocation).

"“PwC Urges Creation of Special Fund to Ease Kenya’s
Deepening Tax Refund Backlog,” Business Today, November
12, 2025, https://businesstoday.co.ke/pwc-urges-for-fund-for-
tax-refund-backlog/.

“Kenya Association of Manufacturers, “Kenya’s VAT
Refund Dilemma, a Costly Manufacturers Pain Point,”
May 23, 2025, https://kam.co.ke/kenyas-vat-refund-dilemma-
a-costly-manufacturers-pain-point/ (on the iCMS—iTax integra-
tion failure).



of pocket, some Ksh 15 billion of its outstanding
in March 2025, even though invoice automation has
largely removed the anti-fraud rationale. Each gate is
defensible on its own. Together they work as a stochas-
tic tax on legitimate liquidity.

Together these three margins close a self-defeating loop.
Withheld refunds and broken credit chains raise unit
costs; higher costs erode price-sensitive export volumes;
smaller volumes shrink the PAYE, CIT and VAT the
sector remits. The correction is cheap, because the
architecture of the VAT Act is sound. What is needed
is appropriation and administration, not legislation:
fund the refund line to the level of verified claims,
integrate the two systems, and shorten recovery lags.
Refunds are reinvestment capital in transit, not fiscal
expenditure.

Excise: Pigouvian Instrument, Rev-
enue Behaviour

Excise earns its welfare justification as a corrective levy,
applied where marginal social cost exceeds marginal
private cost: alcohol, tobacco, fuel, sugar.”® Kenyan
practice has drifted well beyond that list, onto ordinary
intermediate and final manufactures (plastics, glass,
paper, phones), and the instrument is now judged by
yield, which makes it a selective sales tax. Because excise
enters the VAT base, the wedges compound rather than
add. An input bearing excise at rate e and VAT at rate
v carries a stacked wedge of (1 + ¢) (1 + v) — 1 before
import duty and promotion levies are counted. Judg-
ing instruments one headline rate at a time therefore
understates the burden systematically.

The behavioural margin here is not hypothetical. Take
undenatured extra-neutral alcohol (ENA), the core
spirits input. Even after the Finance Act 2025 cut the
specific rate from Ksh 964 to Ksh 500 per litre, Kenya
taxes it at roughly 5.6 times the Ugandan rate and twice
the Tanzanian."* The resulting price wedge finances

BA.C. Pigou, The Economics of Welfare (London: Macmillan,
1920), pe. II.

““Alcohol Manufacturers Get Relief as State Slashes
Duty,” People Daily, June 19, 2025, https://peopledaily.digital/
business/alcohol-manufacturers-get-relief-as-state-slashes-duty
(Finance Act 2025 reduction of the ENA rate from Ksh 964 to
Ksh 500 per litre; comparative rates of approximately Ksh 88.64

smuggling through Busia, Malaba, Isebania, Namanga
and Moyale; smuggled ENA supplies unlicensed distil-
leries; counterfeit stamps carry the product back into
formal retail. Industry’s proposal of Ksh 250 was, un-
usually for a trade submission, a plea for a coherent base
rather than for relief. The market outcomes point one
way'”: on industry-commissioned estimates, an illicit
share near 60 per cent, foregone revenue of roughly Ksh
120 billion, beer receipts down 14 per cent. Kenya is
operating on the wrong side of the revenue-maximising
rate in Feldstein’s (1999) sense, with a high elasticity of
the taxable base.’ Past that point the rate instrument
carries a negative fiscal multiplier, and the elasticity of
the black market guarantees it.

To this economic pathology the Finance Bill 2026 adds
legal exposure. Clause 36(a) would delete the EAC-ori-
gin carve-out across more than twenty tariff lines (glass,
plastics, paper, furniture, ceramics), taxing Customs
Union goods as though they came from outside the
region, with input costs estimated to rise by 15-35 per
cent and to propagate downstream.”” In substance this
is discriminatory internal taxation, and the question is
not an open one: in November 2020 the East African
Court of Justice suspended Kenya’s 25 per cent excise
on EAC-origin glass bottles as prima facie discrimina-
tory, the Appellate Division upheld that suspension
on appeal in 2021, and Parliament then withdrew the
charge through the Finance Act 2021."* Re-imposing

per litre in Uganda and Ksh 239.29 per litre in Tanzania; industry
proposal of Ksh 250).

Martin Feldstein, “Tax Avoidance and the Deadweight Loss
of the Income Tax,” Review of Economics and Statistics 81, no. 4
(1999): 674-680.

“Euromonitor International, study on illicit alcohol in
Kenya commissioned by the Alcoholic Beverages Association
of Kenya (2025), as reported in “60pc of Alcoholic Drinks
Illicit, Report Shows,” The Standard, May 2025, https://
www.standardmedia.co.ke/national/article/2001518958/60pc-
of-alcoholic-drinks-illicit-report-shows; “Government Losing
over Ksh 120 Billion Annually to Illicit Alcohol Trade, MPs
Told,” Capital News, April 30, 2026, https://www.capitalfm.
co.ke/news/2026/04/government-losing-over-ksh-120-billion-
annually-to-illicit-alcohol-trade-mps-told/.

VFinance Bill, 2026 (Kenya), published May 5, 2026, cl.
36(a) (amendments to the First Schedule to the Excise Duty
Act); see “Kenya Tax Threatens Tanzania Glass Exports,” Daily
News (Tanzania), May 22, 2026, https://dailynews.co.tz/kenya-
tax-threatens-tanzania-glass-exports/.

Y Kioo Ltd v. Attorney General of the Republic of Kenya,
East African Court of Justice, First Instance Division, ruling of
November 27, 2020 (suspending the 25 per cent excise duty



it at 35 per cent invites the same challenge, and with it
retaliation against Ksh 351 billion of Kenyan exports
to the region. Treaty commitments under the Customs
Union are prior law; domestic protection cannot law-
tully override them. Nor does the attempt make sense
inside an industrial strategy built on regional value
chains.

Two Rationalities: The Base as
Stock, the Base as Flow

Set the revealed trajectory against the canonical results
and it fails on everyone. Diamond—Mirrlees says tax
final consumption and never intermediate inputs; the
trajectory breaks credit chains and excises kraft paper,
coal and glass, inputs for which there is no local substi-
tute. Hall-Jorgenson says preserve the present value
of depreciation; the trajectory spreads allowances and
caps losses. Feldstein says stay left of the revenue-max-
imising point; alcohol excise sits well past it. Smith says
be certain; three Finance Bills in three years and a dis-
cretionary GAAR deliver the opposite. Pigou reserves
excise for genuine externalities; the base now runs to
phones and paper. Even internal coherence fails, since
the Pillar Two top-up (s.12G) claws back the sub-15
per cent SEZ incentives the same Treasury grants: two
instruments cancelling each other at the compliance
cost of two."”

A single modelling error unites these failures, and it
concerns the base. The MTRS treats the manufactur-
ing base as a fixed, under-exploited stock to be reached
through wider coverage and tighter enforcement. In
the short run that is revenue-rational, since formal
manufacturing is the cheapest base to observe and
audit. Public economics treats the base as endogenous
instead: a flow governed by behavioural elasticities, one
that contracts when inputs are taxed, when z falls and
the user cost rises, when rates cross the Laffer peak, and
when policy volatility lifts the discount rate. The static-

on EAC-origin glass bottles as discriminatory); Kenya’s appeal
struck out, EAC] Appellate Division, Appeal No. 3 of 2021.
The exemption for EAC-origin glass bottles was subsequently
enacted in the Finance Act, 2021, Laws of Kenya.

“Income Tax Act, Cap. 470, Laws of Kenya, s. 12G (mini-
mum top-up tax), inserted by the Tax Laws (Amendment) Act,
2024.

scoring gains of the present trajectory are therefore part
illusion. The same measures depress after-tax returns,
push consumption towards illicit supply and leave
capacity idle, eroding next year’s base and next year’s
receipts. This intertemporal externality carries no price
in the annual budget cycle that produces Finance Bills,
which is exactly why it recurs.

What follows normatively requires no fiscal heroism:
tax final consumption broadly and neutrally; keep
production inputs and the investment margin out of
the base; fund the refund line as the non-discretionary
liability it already is; confine excise to measured exter-
nalities and harmonise specific rates across the region;
and then leave the rule set alone. A state that wants a
fifth of GDP in revenue needs, first of all, a growing
GDP. On the present trajectory manufacturing is being
pledged as collateral against the Exchequer’s cash-flow
problem, and collateral that is seized repeatedly stops
being posted.

Conclusion

The binding margin of taxation in Kenya is not the
rate schedule but the effective one: the timing of reliefs,
the integrity of the credit chain, the credibility of
the rules. A government can hold every headline rate
constant and still raise the burden on investment sub-
stantially. That is what has happened, and it is why the
damage stays invisible to the rate-comparison exercises
that dominate the budget debate. The contradiction
between the revenue target and the industrial strategy is
not a trade-off to be managed; it is a modelling error to
be corrected. Taxing the production side does not raise
steady-state revenue. It borrows revenue from future
bases. Recognise the base as a flow and the two objec-
tives stop being rivals, because the revenue target is
reachable only through the industrial one. The correc-
tive, finally, is unusually cheap. The statutes themselves
are sound; what fails is appropriation, integration and
restraint. Funding the refund line, connecting two sys-
tems the same authority already owns, and letting the
rules stand still are administrative acts rather than fiscal
sacrifices, and together they would do more to lower
the user cost of capital than any incentive the Treasury
could legislate.
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