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A strategic economic move?
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The National Treasury has recently hinted at significant
changes to the country’s tax regime, with possible reductions
in the income tax rate from 30% to 25%, a decrease in Value
Added Tax (VAT) from 16% to 14%, and potential decrease in

Pay-As-You-Earn (PAYE). (Continued on Page 2)
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(Continued from page 1).

These changes could bring relief to
taxpayers and businesses alike. While
the government is keen on the
medium-term goals, the changes in
the tax rates raise questions regarding
the  long-term  implications  for
government revenue and the broader
economy. The  reductions  will
potentially ~ make  Kenya  more
competitive for investors, regionally. In
the East Africa Community, for
example, Kenya currently has its
standard VAT rate at 16% while the
other countries charge VAT at 18%.
With regard to Income Tax, all the EAC

countries charge Resident Corporate
Tav at the rate af 20°L

A strategic
economic
move”?



A Historical Perspective:
VAT Reduction During the
COVID-19 Pandemic

The last significant VAT reduction
occurred in April 2020 when the
government lowered the rate from
16% to 14% to cushion the economy
during the COVID-19 pandemic. This
move was part of a broader strategy
to provide relief to businesses and
households amid the economic
slowdown caused by lockdowns and
restrictions. By reducing VAT, the
government aimed to stimulate
consumption by lowering the prices of
goods and services, providing a
much-needed boost to a struggling
economy.

However, this relief was short-lived. In
2021, the VAT rate was restored to
16% as the government sought to
stabilize its revenue streams and
manage the growing fiscal deficit.
The reversal showcased the delicate
balance governments face between
providing tax relief and maintaining
essential  public  services  and
infrastructure.




VAT A repeated strategy to spur consumption?

A reduction in VAT from 16% to 14% would likely have a direct
and immediate impact on consumers by lowering the prices of
goods and services. The rationale behind lowering VAT is to
stimulate demand, particularly in the retail and service sectors.
Reducing the rate of VAT would lower the cost of items like
fuel, electricity, fertilizers, air tickets, alcohol and airtime,
among others. By reducing the cost of goods, consumers are

encouraged to spend more, thereby boosting business
revenues.

However, while a VAT reduction may temporarily ease the
financial burden on consumers, it can also reduce government
revenue, potentially impacting public spending on essential
services such as healthcare, education, and infrastructure
development, without forgetting the high public debt that the
country is grappling to service.
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Reducing the income tax rate from 20% to 2% would
g 3 5

significantly impact both individual taxpayers and

businesses.

For individuals, a lower income tax rate would mean more
disposable  income, potentially  increasing  household
consumption and savings. For businesses, especially small and
medium enterprises (SMEs), the reduction would decrease
operating costs, allowing for more capital investment, hiring,
and expansion opportunities.

Such a reduction could make the country more competitive
from o regional perspective, attracting more foreign
investment. Countries with lower tax rates often appeal to
businesses looking to establish operations in tax-friendly
jurisdictions, which could be one of the strategic goals of this

tax cut.



Potential Impact on
Salaried Workers

Pay-As-You-Earn (PAYE) taxes have
long been a significant source of
revenue  for  governments.  Any
reduction in PAYE could provide
immediate relief to salaried workers,
increasing their net income. For
middle and lower-income earners, this

could be a welcome change, as they
often bear the brunt of the tax
burden. However, the specifics of the
PAYE reduction have not been
outlined, leaving room for speculation
on how deep the cuts may be and
whether they will be across all income

brackets or targeted at specific

groups.



Fiscal Challenges
Ahead: Can the

Government Afford
the Cuts?

The hinted tax reductions
come at a time when
governments worldwide are
grappling  with  the  twin
challenges of post-pandemic
recovery and inflationary
pressures. While lower taxes
may  stimulate  economic
activity, they also create fiscal
challenges by reducing

government revenue.

In the aftermath of COVID-19,
many governments, including
Kenya, faced significant
budget deficits, as public
expenditure increased to
support  health  systems,
provide economic relief, and
stimulate  recovery.  With
reduced revenue from income
tax, VAT, and PAYE, the
government may need to
consider alternative measures
to fill the fiscal gap, such as
borrowing, reducing public
expenditure, widening the tax
base, sealing revenue leaks,
and lowering tax refunds &

exemptions.



CONCLUSION: ABALANCING ACT
FORTHE FUTURE

The planned tax reductions from the National Treasury could

provide a much-needed boost to individuals and businesses.
However, it remains to be seen how the government will
manage the delicate balance between fostering economic
growth and maintaining fiscal sustainability. As these proposals
are further explored and debated, policymakers will need to
consider both the short-term benefits and the long-term
implications for the country’'s economic stability and
development.

Taxpayers and businesses will undoubtedly welcome the
reductions, but the broader question remains: Can the
government afford to cut taxes while still meeting the country's
pressing needs for infrastructure, social services, and economic
development? Only time will tell.
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