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ABSTRACT 

This paper attempts t o es t imate the e x t e n t o f s h i f t i n g o f the 
Kenyan S a l e s Tax in i t s f i r s t y e a r o f o p e r a t i o n . The method involves 
looking a t p r o f i t s with and without the Sa les Tax. The s h i f t i n g model 
i s a c r o s s - s e c t i o n a l a n a l y s i s , using i n d i r e c t l e a s t squares as the 
e s t i m a t i n g technique . 

The outcome i s t h a t the S a l e s Tax i s shown t o be more than f u l l y 
s h i f t e d . The i m p l i c a t i o n o f t h i s as a p o s s i b l e cause o f Kenya's r e c e n t 
i n f l a t i o n i s then summarised. The reason f o r o v e r - f u l l s h i f t i n g i s 
a t t r i b u t e d t o the way the S a l e s Tax was adminis tered. 
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INTRODUCTION 

The aim o f t h i s paper i s t o provide an es t imate o f the e x t e n t 

t o which f irms in Kenya can " s h i f t " , or pass on, t h e s a l e s t a x . Manufacturing 

f irms i n Kenya are s t a t u t o r i l y r e s p o n s i b l e f o r paying over t o the government 

the s a l e s t a x . However, i f they 

can by same means, a d j u s t to the t a x such t h a t t h e i r p r o f i t s are maintained 

then some o t h e r groups must b e a r the income l o s s caused by the t a x . This 

adjustment process i s genera l e q u i l i b r i u m in nature in t h a t the f i n a l e f f e c t 

on p r o f i t s may have been brought about by a d i r e c t response by the ' f irms 

( e . g . by r a i s i n g consumer p r i c e s ) or by an i n d i r e c t e f f e c t ( e . g . by workers 

demanding h i g h e r wages t o compensate them f o r the h igher c o s t o f l i v i n g ) . 

The mechanism o f s h i f t i n g i s t h e r e f o r e l e f t u n s p e c i f i e d . N e v e r t h e l e s s , see ing 

t h a t the s a l e s t a x a f f e c t s marginal c o s t s , i t i s probable t h a t the main 

means by which f irms a d j u s t i s by r a i s i n g t h e i r output p r i c e s . 

D i f f e r e n t outcomes o f the e x t e n t o f s h i f t i n g o f the s a l e s t a x would 

have various p o l i c y i m p l i c a t i o n s : 

( i ) I f there were no s h i f t i n g , the t a x would be borne by p r o f i t s with 

i m p l i c a t i o n s f o r p r i v a t e investment and income growth. 

( i i ) I f t h e r e were f u l l s h i f t i n g , the l i k e l y e f f e c t o f the s a l e s t a x would 

be on consumer p r i c e s . Thus the e f f e c t i v e n e s s o f s t a b i l i s a t i o n p o l i c y in 

Kenya could be gauged. 

( i i i ) I f t h e r e were o v e r - f u l l s h i f t i n g , t h i s would poovide an i n s i g h t t o the 

motivat ion o f the f i rm in Kenya. In p a r t i c u l a r , t h i s would ques t ion t h e 

e x i s t i n g e o f the goal o f s h o r t - r u n p r o f i t maximisation. 

SHIFTING AND INCIDENCE THEORY 

The modern d e f i n i t i o n o f the inc idence o f a t a x r e l a t e s t o the 

o v e r a l l e f f e c t i t has on the d i s t r i b u t i o n o f income. The outcome o f the 

e x e r c i s e t o e s t i m a t e the e x t e n t o f s h i f t i n g o f the s a l e s t a x w i l l provide 

t h e r e f o r e only the f i r s t s tage in an a n a l y s i s t o a s c e r t a i n the i n c i d e n c e o f 

t h i s t a x . This i s so even assuming no " e x c e s s burden" (income l o s s e s in 

excess o f the amount o f t a x revenue c o l l e c t e d by the government). I f f i rms 

can s h i f t f u l l y the s a l e s t a x then a l l t h a t i s known i s t h a t some o t h e r groups 

w i l l incur t h a t income l o s s : t h e groups are u n i d e n t i f i e d . I f i t turns out 

t h a t the f irms cannot s h i f t the t a x a t a l l , one must s t i l l a s c e r t a i n the income 

c l a s s e s o f those who own the firms s u b j e c t t o s a l e s t a x in Kenya. 

The a n a l y s i s w i l l be within a " d i f f e r e n t i a l " inc idence framework. The. 

e f f e c t o f the s a l e s t a x on p r o f i t s w i l l be considered s imultaneously with the 

e f f e c t o f the company income t a x . Conceptual ly , what i s be ing implied i s t h a t 
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f o r every £1 o f s a l e s t a x c o l l e c t e d the government reduces i t s revenue from 

the income t a x by £1. In t h i s way the macroeconomic/aggregate demand e f f e c t 

o f the s a l e s t a x i s n e u t r a l i s e d . 

The only o t h e r point o f inc idence theory t o n o t e about t h i s study 

i s t h a t i t i s a shor t - run a n a l y s i s . The e f f e c t s of the t a x w i l l be examined 

in the f i r s t y e a r o f i t s o p e r a t i o n . So i t can be assumed t h a t the per iod o f 

a n a l y s i s was t o o s h o r t f o r any f i r m s , t h a t i n c u r r e d an income l o s s from the 

s a l e s t a x , to have moved t h e i r c a p i t a l i n t o o t h e r no.n-taxed i n d u s t r i e s . 

METHODS USED 

The e s t i m a t e s o f t a x s h i f t i n g w i l l be obtained hy r e g r e s s i n g two 

t a x v a r i a b l e s , and o t h e r f a c t o r s , on p r o f i t s n e t o f a l l t a x e s . The underlying 

method i s s i m i l a r t o a study o f the U.S. Corporat ion t a x undertaken by 

Kozyzaniac and Musgrave ( 8 ) . That study has come under widespread c r i t i c i s m 

f o r t r y i n g t o e x p l a i n p r o f i t s with: 

( i ) Var iab les t h a t have no obvious economic r a t i o n a l e , e . g . the r a t i o o f 

inventory t o s a l e s in the previous per iod ; and 

( i i ) V a r i a b l e s t h a t may concea l and be a f f e c t e d by the a c t u a l s h i f t i n g 

mechanism. J .M. Davious points out , 

" I f t h e r e i s forward s h i f t i n g v ia p r i c e i n c r e a s e s t h e i n c l u s i o n o f c u r r e n t 
p r i c e and company t a x as independent v a r i a b l e s w i l l lead t o c o l l i n e a r i t y . " 
( 2 , p. 275) 

Furthermore, the study used " i n s t r u m e n t a l v a r i a b l e s " ( t o al low f o r the f a c t 

t h a t company income taxes are themselves a funct ion o f the l e v e l o f p r o f i t s ) 

and t h i s technique has c e r t a i n d e f e c t s ( e . g . the s e t o f ins t rumenta l v a r i a b l e s 

t h a t one may choose i s not unique and so o n e ' s f i n a l choice i s a r b i t r a r y ) . " 1 

This paper improves on the U.S. study by i n c l u d i n g only v a r i a b l e s t h a t 

have an economic j u s t i f i c a t i o n and are relatively i n s e n s i t i v e t o the means o f 

s h i f t i n g . For example, one o f the v a r i a b l e s used t o expla in v a r i a t i o n s in 

p r o f i t s w i l l be the concentra t ion r a t i o o f the industry in which the f i rm i s 

t r a d i n g . I t i s p o s s i b l e t h a t one way o f a d j u s t i n g t o a t a x i s f o r the f i rm t o 

merge with o thers and hence l i m i t the s t a t e o f compet i t ion . But , i t i s very 

u n l i k e l y t o have occurred in the f i r s t y e a r o f operat ion o f the s a l e s t a x . 

By r e p l a c i n g a l l t a x v a r i a b l e s in the model by exogenous v a r i a b l e s 

on which they depend, and by f a c t o r i s i n g a l l v a r i a b l e s t h a t depend on the 

l e v e l o f p r o f i t s , a "reduced form" equation i s obtained which i s " e x a c t l y 

i d e n t i f i e d " . This enables ordinary r e g r e s s i o n techniques t o be appl ied t o the 

1 . S e e , f o r example, A. Koutsoyiannis ( 7 , pp. 37 3 - 3 7 4 ) . 
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reduced form equation ( i . e . " i n d i r e c t l e a s t - s q u a r e s " ) and t h i s improves on the 
2 use o f instrumental v a r i a b l e s . 

An a l t e r n a t i v e approach' t o Krzyzaniak and Musgrave's was devised 

by R. Gordon ( 5 ) and was based on a " c o s t - p l u s " theory o f f i r m s ' p r i c i n g 

behaviour . He developed h i s own es t imat ion technique and h i s study met a l l 

o f the complaints l i s t e d above concerning the e a r l i e r U.S. s tudy. However, 

t h e method used in t h i s paper has the advantage o f s i m p l i c i t y and i s more 

g e n e r a l , in t h a t i t can accomodate many d i f f e r e n t types of hypothesis o f 

f i r m behaviour . 

However, i t i s important t o be aware o f the e x i s t e n c e o f the two 

d i f f e r e n t approaches t o e s t i m a t i n g t a x s h i f t i n g . The r e s u l t s have been 

d r a s t i c a l l y a l t e r e d by r e p l a c i n g one technique by the o t h e r . And the 

d i f f e r e n t r e s u l t s have usual ly been in one d i r e c t i o n , i . e . the Gordon techniqu 

c o n s i s t e n t l y gives lower e s t i m a t e s o f t a x s h i f t i n g than those der ived from 
3 

Krzyzaniak and Musgrave's model. So, perhaps, one should expect h i g h e r 

e s t i m a t e s o f s h i f t i n g in t h i s paper. However, t h e r e .is one d i f f e r e n c e between 

t h i s study and a l l the previous ones o f which I am aware. This i s the f i r s t 

c r o s s - s e c t i o n a n a l y s i s , and i t could be t h a t one o f the reasons why 

Krzyzaniak and Musgrave's r e s u l t s d i f f e r e d so much from Gordon's was 

because they included v a r i a b l e s with a s t r o n g time t r e n d . 
2 . MAIN CHARACTERISTICS OF THE SALES TAX 

S ince the attempt i s t o e s t i m a t e s h i f t i n g i n the f i r s t y e a r o f the 

ooera t ion o f the t a x , t h i s s e c t i o n w i l l concentra te mainly on the s a l e s t a x as 
4 i t was o r i g i n a l l y l e g i s l a t e d . 

In J u l y 1973 a broad-based s a l e s t a x was introduced. This was l e v i c 

a t an ad valorem r a t e o f 10% on most manufactured goods a t the wholesale s t a g e 

though, p e t r o l , b e e r and e l e c t r i c i t y continued be ing l e v i e d a t s p e c i f i c r a t e s . 

2 . There i s s t i l l one disadvantage using i n d i r e c t l e a s t s q u a r e s , f o r i t 
g ives es t imates o f the o r i g i n a l c o e f f i c i e n t s t h a t are b i a s e d f o r s m a l l samples 
See A Krntsoyiannis ( 7 . p. 3 6 3 ) . Providing the sample conta ins more than 30 
c a s e s , a s i t does i n t h i s s tudy, t h e b i a s becomes n e g l i g i b l e . 

3. Conparisons f o r a number o f c o u n t r i e s are given in J . M . Davies ( 2 ) . 

4 . The o r i g i n a l S a l e s Tax Act ( 9 ) was amended by the Finance Acts o f 
1975 ( 4 a ) and ( 4 b ) . 
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The base o f the t a x was reduced by four main c a t e g o r i e s o f 

exemption: 

( i ) most food products , e . g . maize, wheat, f l o u r and sugar ; 

( i i ) some a g r i c u l t u r a l i n p u t s , e . g . f e r t i l i s e r s and d i e s e l f u e l s ; 

( i i i ) a l l smal l f irms with a turnover o f l e s s than K£5,000 , and 

( i v ) a l l e x p o r t s . 

The t o t a l value o f consumption (K£817.3m. in 1974) can be taken t o 

be the base o f the t a x in the absence o f exemptions. The a c t u a l base in 

1974 was K£319.9m. Thus the value of the exemptions was K£497.4m. and t h i s 

reduced the p o t e n t i a l base by 61%. 

The most d i s t i n c t i v e f e a t u r e o f the system of refunds as they 

e x i s t e d a t t h i s time concerned the t reatment o f imports . Any manufacturer 

r e g i s t e r e d f o r s a l e s t a x purposes did not have t o pay s a l e s t a x a t the 

import s t a g e and was l i a b l e only when the f i n i s h e d product was be in g s o l d . 

This provis ion kept refund claims down t o a minimum, but i t apparently gave 

widespread scope f o r evasion o f the t a x . Thus in the l a s t two y e a r s , s a l e s 

t a x was pa id on imports and then e l i g i b l e f o r a refund i f the items were 

used subsequently in production leather than consumption. This inceased 

enormously the number o f refund c la ims . 

The o r i g i n a l s a l e s t a x system l a s t e d t i l l June 1974,when mul t ip le 

r a t e s were introduced e . g . watches and t r a v e l goods a t t r a c t e d a 15% levy 

and the r a t e on c i g a r s and c i g a r e t t e s was r a i s e d t o 30%. By June 1975 , 

apar t from a very few items a t 15% and 30%, t h e r e were e f f e c t i v e l y two r a t e s 

o f t a x . The standard r a t e was 10% and a r a t e o f 20% was l e v i e d on 51 i t ems . 

3. THE MODEL 

The e f f e c t o f taxes on companies can be judged by comparing p r o f i t s 

as they e x i s t with t a x e s , with what they would have been in the absence o f 

t a x e s . I f tt^ stands f o r company p r o f i t s ( g r o s s o f t a x e s ) and ir° s tands f o r 

p r o f i t s in the absence o f t a x e s , then the two p r o f i t measures would diverge 

by the amount o f the t a x s h i f t i n g . Given t h a t the taxes be ing considered 

are a s a l e s t a x , T S and company income t a x , T" f s h i f t i n g can t h e r e f o r e be gauged 

bv: 

TTG = ir°+ a TS + a TC ( 1 ) s c 

where a g i s the e x t e n t o f s a l e s t a x s h i f t i n g and olq i s the e x t e n t o f income 

t a x s h i f t i n g . 

The corresponding r e l a t i o n f o r p r o f i t s ne t o f a l l t a x e s , ir , fo l lows 

from the account ing i d e n t i t y : 

/ = / - T S - T C ( 2 ) 
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Thus, s h i f t i n g can a l s o be represented by: 

/ = TT° + a TS + a TC - T - T° s c 

i . e . 

ttN = TT° + ( a - 1)T S + ( a - 1)T° ( 3 ) s c 

I t i s equation ( 3 ) t h a t one wishes u l t i m a t e l y t o e s t i m a t e . I f 

n e i t h e r o f the taxes were s h i f t e d ( a and a were both zero) n e t p r o f i t s would s c 
f a l l by the f u l l amount o f the t a x paid . I f both taxes were f u l l y s h i f t e d 

(a and a were both uni ty ) ne t p r o f i t s would be completely u n a f f e c t e d by o s 
the e x i s t e n c e o f t a x e s . A value f o r a g and a Q g r e a t e r than unity r e p r e s e n t s 

the case o f over f u l l s h i f t i n g . 

In order t o e s t i m a t e equation ( 3 ) by r e g r e s s i o n a n a l y s i s , two 

c o n d i t i o n s ( a t l e a s t ) are n e c e s s a r y : F i r s t l y , the v a r i a b l e s on the r ight -hand 

s i d e must be exogenous. Secondly, the v a r i a b l e s on the r ight -hand s i d e must 

be u n c o r r e l a t e d . Whether o r not fr°wil l be exogenous depends on the p a r t i c u l a r 
s c 

theory of p r o f i t s one has in mind. But , t h a t T and T cannot be uncorre la tdd 

and exogenous i s guaranteedby t h e i r d e f i n i t i o n s . 

c F i r s t cons ider T . Company income t a x i s l e v i e d a t a p r o p o r t i o n a l 
c c r a t e , t , on the p r o f i t s t a x b a s e , IT . That i s : 

T° = t V ( b ) 

Since income t a x i t s e l f i s not an al lowable deduction, while a number o f 
Q 

a l lowances , A, can be used t o reduce the t a x b a s e , TT i s given by: 

TT = TT + T - A ( 5 ) 
Q 

S u b s t i t u t i n g ( 5 ) in ( 4 ) and i s o l a t i n g T on the l e f t - h a n d s i d e , r e s u l t s i n : 

T ° = < i = ^ r > - ( 6 ) 

g 

Tow cons ider T . The s a l e s t a x i s p r o p o r t i o n a l t o the s a l e s t a x 

b a s e , R , which i s given by deducting s a l e s t a x exemptions, E } from the t o t a l 

value o f s a l e s , R. Thus, 
TS = t S RS ( 7 ) 

and 

RS = R - E ( 8 ) 

R i s i t s e l f a p a r t o f the income t a x b a s e . Note t h a t gross p r o f i t s are the 

d i f f e r e n c e between re venues and c o s t s , C. 

uG = R - C ( 9 ) 
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This can be s u b s t i t u t e d i n t o ( 2 ) t o o b t a i n : 

* = R-C-T S-TC 

or 

R = / + C + TS + TC (10) 

Thus ( 8 ) becomes: 

RS = / + C + TS + TC ~ E (11) 

and s u b s t i t u t i n g (11 ) i n t o ( 7 ) r e s u l t s in : 

TS = t S ( / + C + TS + TC - E) ( 1 2 ) 
g 

I s o l a t i n g T onto the l e f t - h a n d s i d e produces, 

s t S N t s t s r 
T = ) tt + ( — - ) ( C - E) + ( - ) - T (13) 

l = t S l - t ° l - t S 

s c 
Equations (6 ) and ( 1 3 ) t h e r e f o r e show t h a t both T and T a r e 

endogenous (dependent on tt^) and i n t e r c o r r e l a t e d . However by using ( 6 ) and 

( 1 3 ) , t h e reduced form o f ( 3 ) can be obta ined such t h a t ir^ w i l l depend only 

on the exogenous v a r i a b l e s in the system, i . e . TT°, A, C and E . The reduced 

form i s : 

N , l - t S - t C + t S t ° s o / t C - a s t S t C + a c t S t C - a c t C , A w : — — T — 7 7 s — c — — — } A 

l - a g t - a s t + a c t t l - a s t - a c t + a c t t 

s c s a s a s c 

+ t 11 S c " ^ c } ( C _ E ) ( 1 4 ) 

1 - a t ' - a t +a t ° t s e e 
This can be s i m p l i f i e d by r e c o g n i s i n g t h a t the t a x r a t e s were the same f o r 

a l l f irms i n Kenya during 1974, i . e . t ° = 0 . 4 5 and t S = 0 . 1 . The reduced 

form then becomes: 

N , 0 . 4 9 5 . o 0 . 4 5 - a s 0 . 0 4 5 - a c 0 . 4 0 5 . A 
* ~ 1 -dgO. l - a c 0 . 4 0 5 ; 77 l - a s 0 . 1 - a 0 . 4 0 5 ' 

- 0 . 0 5 5 +«s 0 . 0 5 5 . 
v l - a 0 . 1 - a 0 . 4 0 5 K ' s c 

or 

'•'here: 

N N = B TT° + b . A + b (C-E) ( 1 5 ) 
O A L 

b 0 . 4 9 5 - . b _ 0 . 4 5 - ° s 0 .045 - o t c 0 . 4 0 5 
o 1 - a 0 . 1 -a 0 . 4 0 5 ' " 1 -a 0 . 1 - 0 .405 s c s c 

_ - 0 .055 a s 0 . 0 5 5 . (16 ) 
E ~ 1 - a 0 . 1 - a n . 4 0 5 
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These b c o e f f i c i e n t s provide two independent equations with two unknowns and 

so the reduced form equation i s determinate and hence " e x a c t l y i d e n t i f i e d " . 

I t i s t h e r e f o r e amenable to es t imat ion v i a the i n d i r e c t l e a s t squares 

technique. Before going on t o o u t l i n e the p a r t i c u l a r hypothesis o f p r o f i t s , 

ir°, t h a t i s t o be used in t h i s s tudy, i t i s u s e f u l t o s u b s t i t u t e l i m i t i n g . 

values f o r cxg and « c i n t o the b equat ions t o see what s o r t o f values one 

should e x p e c t . * -••*•- "" 

F i r s t cons ider the case where both o f the taxes were f u l l y s h i f t e d . 

S u b s t i t u t i n g a = a = 1 i n t o b and b^ produces: s c A L 
( i ) b A = 0 and b E = 0 

The i n t e r p r e t a t i o n o f t h i s i s t h a t i f t axes can be s h i f t e d f u l l y then the 

e x i s t e n c e o f t a x allowances and exemptions would have no e f f e c t on p r o f i t s 
N (IT ) . Now con s id e r the case where n e i t h e r o f the taxes can be s h i f t e d t o 

any e x t e n t . S u b s t i t u t i n g «„ = a = 0 i n t o b and b produces: 
0 C A IJ 

( i i ) B a = 0 . 4 5 and b p = - 0 . 0 5 5 

The genera l p r i n c i p l e here i s t h a t given t h a t a t a x would have otherwise 

reduced p r o f i t s , the gain from s e c u r i n g a t a x exemption i s dependent on the 

r a t e o f t a x t h a t was charged. Thus the value o f the income t a x allowance 
Q 

would be worth t , or 0 . 4 5 . The v a l u e - o f the sales" t a x exemption would be 

worth ( 1 - t C ) t ' J , or 0 . 0 5 5 , because beinq exempt from the s a l e s t a x does 

not preclude the gain from be ing s u b j e c t t o the income t a x . In o ther words 

the f irm would only be allowed t o keep 55% o f the 10% s a l e s t a x exemption. 
THE PROFITS HYPOTHESIS 

The p r o f i t s a f a f i rm (ir°) can be expla ined in two s t a g e s . F i r s t l y , 

the f i rm i s subsumed under some industry heading and i t s p r o f i t s are then " 

dependent on the prospec ts f o r the industry as a whole. Secondly, the f i rm 

may have some d i s t i n c t i v e c h a r a c t e r i s t i c s v i s - a - v i s o ther f i rms in the 

i n d u s t r y which may a f f e c t i t s p r o f i t s performance. 

Under the rece ived theory o f the f i rm, a f i r m s ' p r o f i t i s dependent 

on the s t a t e o f compet i t ion . The g r e a t e r the competi t ion the lower the l e v e l 

o f p r o f i t s , in the long run. Using the concent ra t ion r a t i o the i n d u s t r y ' s profit -

w i l l t h e r e f o r e be determined pr imar i ly by X^, wherer X =Th'e Industry Concentrat ion 

R a t i o . However, in Kenya3 c e r t a i n i n d u s t r i e s are s u b j e c t t o a d i f f e r e n t degree 

o f p r i c e c o n t r o l than industry g e n e r a l l y . So a second industry p r o f i t d e t e r -

minant w i l l be: 

X = Extent o f P r i c e Control 

S ince the dependent v a r i a b l e i s the absolute s i z e o f p r o f i t s , i t i s 

very l i k e l y t h a t the l a r g e r the firm the l a r g e r w i l l be- iT^. 

5. b i s not independent o f B„ or b . . o E A 
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X = Firm S i z e w i l l t h e r e f o r e pick up t h i s s c a l e e f f e c t . A second J 
d i s t i n g u i s h i n g c h a r a c t e r i s t i c f o r the f i rm t h a t may be important , 

in a developing country, i s whether i t i s a m u l t i n a t i o n a l corporat ion o r n o t . 

Firms w i l l t h e r e f o r e be c l a s s i f i e d according t o : 

X = N a t i o n a l i t y o f Ownership 

To summarise the model, i f the four X v a r i a b l e s are assumed t o be 

l i n e a r determinants o f n r o f i t s i n the absence o f t a x e s , then: 

° = b." + br X, -l- b ' Xo +. b ' Xo + b ' X ( 1 7 ) 7T k 1 1 2 2 3 3 4 a 

The complete s h i f t i n g model w i l l t h e r e f o r e t ak e the form: 

/ = b k + b 1 X 1 + b 2 X 2 + b 3 X g + b ^ + bAA + bE(C-A) ( 1 8 ) 

where, 

b, = b b " ; b = b b ' ; b = b b ' ; b = b b ' and b = b b ' 
k o k 1 o 1 2 o 2 3 o 3 4 o 4 

The b c o e f f i c i e n t s given by ( 1 6 ) can be solved t o give values o f 

the s h i f t i n g parameters in terms o f b^ and b . Thus: 

- - 0 - ^ 5 bjr + 0 . 0 4 5 bA - 0 . 0 4 5 
a ' s ~ - 0 . 0 4 5 b + 0 .045 b. - 0 . 0 4 5 

L A ( 1 9 ) and 

a = 0 . 1 b j - 0 .045 
c - 0 . 0 4 5 B„ + 0 . 0 4 5 h„ - 0 . 0 4 5 £ A 

To e s t i m a t e the e x t e n t o f t a x s h i f t i n g then , i t i s the r e g r e s s i o n es t imates 

o f b and b i n ( 1 8 ) t h a t i s o f c h i e f concern. A b 

4 . THE DATA 

The sample o f firms used t o es t imate t a x s h i f t i n g was chosen as 

f o l l o w s . The S a l e s Tax Act ( 9 ) i d e n t i f i e d those i n d u s t r i e s whose output were 

s u b j e c t t o s a l e s t a x . There were 31 such i n d u s t i i e s using the I . S . I . C . 

c l a s s i f i c a t i o n on a 4 - d i g i t b a s i s . ' Al l the f irms contained in these i n d u s t r i e s 

were l i s t e d i n the "DIRECTORY OF INDUSTRIES, 1974" ( 3 ) so t h i s represented 

the sample frame. The aim then was t o choose the sample so as represent a l l the 

s a l e s taxed i n d u s t r i e s , and within each i n d u s t r y , t o r e p r e s e n t firms o f a l l 

s i z e - c a t e g o r i e s . The d i r e c t o r y used a s i z e code based on the number o f employees 

in the f irms and t h e r e were 6 c a t e g o r i e s . The p o t e n t i a l maximum number o f f irms 

t h a t could appear in the smmple was t h e r e f o r e 186. However, because not a l l 

i n d u s t r i e s conta ined each o f the 6 f i rm s i z e s , the a c t u a l maximum was around 120. 

6 . S t r i c t l y , t h e r e were 31 i n d u s t r i e s s u b j e c t t o s a l e s t a x f o r which data 
was a v a i l a b l e in W. House ( 6 ) on t h e i r c o n c e n t r a t i o n r a t i o . 
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The next s tage was a v i s i t t o the S a l e s Tax Divis ion o f the Ministry o f 

Finance t o see which o f these f irms were r e g i s t e r e d f o r s a l e s t a x purposes. 

Of those r e g i s t e r e d , only those firms f o r which the Ministry had complete 

records o f t h e i r s a l e s t a x re turns f o r 1974- were chosen. This reduced the 

sample t o a maximum o f about 70 f i r m s . Quest ionnaires were then s e n t , or 

d e l i v e r e d p e r s o n a l l y , to 55 o f these f i r m s , the remainder be ing covered by t h e i r 

company's Annual Report, supplemented by telephone regues ts f o r informat ion when 

the repor t s had any omissions . Whatever the means, t h e information c o l l e c t e d 

was on a c o n s i s t e n t b a s i s , and fol lowed the form o f the q u e s t i o n n a i r e 

which i s appended a t the end o f the paper. The f i n a l outcome was a sample o f 

35 firms in 23 o f the i n d u s t r i e s whose output was s u b j e c t t o s a l e s t a x . 

.Apart from X^, a l l the X v a r i a b l e s were s p e c i f i e d as dummy v a r i a b l e s . 

X i s the concentra t ion r a t i o al lowing f o r competition from abroad, and t h e 
. 7 

index i s as def ined in W. House ( 6 ) . The e x t e n t of p r i c e c o n t r o l , X w a s 

gauged by whether the f i rm was in an industry which was s u b j e c t t o " s e l e c t i v e " 

p r i c e c o n t r o l . T e c h n i c a l l y , a l l f irms in Kenya are s u b j e c t t o p r i c e c o n t r o l 

and fir-ms must apply t o the p r i c e commission i f they wish t o r a i s e t h e i r p r i c e s . 

This system can be c a l l e d "General" p r i c e c o n t r o l . However, t h e r e a number 

o f i n d u s t r i e s whose products are thought t o c o n s t i t u t e e s s e n t i a l s f o r low 

income e a r n e r s , and t h e i r p r i c e s are much more c l o s e l y r e q u l a t e d . For example, 

the p r i c e s of these products are f i x e d a t the Manufacturing, Wholesale and 

R e t a i n i n g l e v e l s . There were 5 o f the 23 I n d u s t r i e s in the sample which were 

s u b j e c t t o t h i s s e l e c t i v e c o n t r o l , and thev were: g 
Soap, B e e r , Sof t Drinks , Cement, and Wines and S p i r i t s . 

Firm s i z e , X was according t o the 6 c a t e g o r i e s given in the Direc tory O 
o f Manufacturing i n d u s t r i e s . Because t h e r e were very few very smal l f irms in the 

sanple , only c a t e g o r i e s C, D, F and F were t e s t e d , where 

C = 50 - 99 employees 

D = 100 - 199 employees 

F, = 200 - 499 employ e s s , and 

F = Over 500 employees. 

F i n a l l y , X was according t o whether the f irm was a " m u l t i n a t i o n a l " c o r p o r a t i o n 

or n o t . The d e f i n i t i o n used was a very broad one and relates t o f irms t h a t 

were owned by, s u b s i d i a r i e s o f , or1 a f f i l i a t e s o f , f i rms e s t a b l i s h e d outs ide o f 

7 . I am g r a t e f u l t o W. House f o r providing me with the 1974 vers ion o f 
h i s concentra t ion index. 

9 . This l i s t comes from a summary .of Current P r i c e O r d e r s ( l ) given t o 
me by one o f the o f f i c i a l s in the P r i c e Control Divis ion o f the Ministry 
o f Finance and Planning. 
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East A f r i c a . Information on t h i s b a s i s was derived from U.S. ( 1 1 ) and 

U . K . ( 1 0 ) Embassy l i s t s , and a l s o from "Who Controls Industry i n Kenya" (12) . 

Income t a x allowances were measured by mul t ip ly ing the f i r m ' s " t r a d i n g 

p r o f i t s " by the t a x r a t e ( 0 . 4 5 ) and deducting from t h i s the amoont o f oompany t a x 

a c t u a l l y paid . Production c o s t s were es t imated by s u b t r a c t i n g t r a d i n g p r o f i t s 

from the t o t a l value o f s a l e s . S a l e s Tax exemptions were measured by 

m u l t i p l y i n g t o t a l s a l e s by the s a l e s t a x r a t e ( 0 . 1 ) and deducting from t h i s 
N 

the amount o f s a l e s t a x a c t u a l l y pa id . L a s t l y , the. dependent v a r i a b l e , IT , 

was obta ined by deducting the company income t a x paid from " t r a d i n g p r o f i t s " . 
The f u l l s p e c i f i c a t i o n s o f these v a r i a b l e s are t h e r e f o r e : 

X : INDUSTRY CONCENTRATION RATIO 

Percentage o f t o t a l industry output and imports produced by the 3 
l a r g e s t f irms in the indust ry 

X SELECTIVE PRICE CONTROL (Dummy V a r i a b l e ) 

X^ = 1 when the f irm i s in one o f the 5 i n d u s t r i e s s u b j e c t t o s e l e c t i v e 
c o n t r o l s ; 

X„ = 0 f o r a l l o t h e r f i r m s . 
2 

XQ: FIRM SIZE ( 4 Dummy V a r i a b l e s ) 

x j = 1 when the f i rm i s s i z e F; 

x j = 0 f o r a l l o t h e r f i r m s . 

= when the f i rm i s s i z e E or F (E and o v e r ) ; 

X§ = 0 f o r a l l o t h e r f irms 

X§ = 1 when the f irm i s s i z e D, or E , or F (D and o v e r ) ; 

X§ = 0 f o r a l l o t h e r f i r m s . 

X^ = 1 when the f irm i s s i z e C, or D, or E , or F (C and o v e r ) ; 

X^ = 0 f o r a l l o ther f i r m s . 

X^: I1ULTINATI0NAL CORPORATIONS (Dummy v a r i a b l e ) 

X = 1 f o r firms t h a t are owned by, s u b s i d i a r i e s of, or a f f i l i a t e s o f 

f i rms e s t a b l i s h e d outs ide E.A. 

X = 0 f o r a l l o ther f i r m s . 
4 

A: INCOME TAX ALLOWANCES 
The d i f f e r e n c e between what should have been paid by applying the t a x r a t e 
t o " t r a d i n g p r o f i t s " and what a c t u a l l y was p a i d , measured in hundreds 
o f Kenyan pounds. 

C-E: COSTS MINUS SALES TAX EXEMPTIONS 
Costs are the d i f f e r e n c e between t r a d i n g p r o f i t s and t o t a l s a l e s 
( a p o s i t i v e f i g u r e ) measured in hundreds o f Kenyan pounds. Sa les t a x 
exeirptions are the d i f f e r e n c e between what should have been p a i d by 
applying the s a l e s t a x r a t e t o t o t a l s a l e s , and what a c t u a l l y was p a i d , 
measured in hundreds o f Kenyan pounds. 

( i ) 

( i i ) 

( i - i i ) 

( i v ) 
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5. THE RESULTS 

THE SHIFTING MODEL AS A WHOLE 

The regress ion es t imates o f equation ( 1 8 ) show t h a t 89% of the v a r i a t i o n 

in p r o f i t s ne t o f taxes can be expla ined by the s i x independent v a r i a b l e s 

s p e c i f i e d above. Taking the r e s u l t f o r the most s i g n i f i c a n t o f the f i rm s i z e 

v a r i a n t s ( X ^ ) , -the outcome was: 

TTN = 19 3 . 1 + 3 .732 Xx + 1272 X2 + 1946 X§ + 670 .8 X4 

( 0 . 2 0 ) ( 0 . 2 4 ) ( 1 . 3 4 ) ( 1 . 9 9 ) ( 0 . 7 4 ) 

+ 0 . 0 0 0 1 A + 0 .0556 (C-E) ( 2 0 ) 

( 3 . 1 0 ) ( 8 . 2 8 ) 

( t h e f i g u r e s in b r a c k e t s are " t " va lues) 

Only f i rm s i z e was a s i g n i f i c a n t f a c t o r o f the v a r i a b l e s thought t o expla in 

Concentra t ing only on s i g n i f i c a n t f a c t o r s led t o t h i s a l t e r n a t i v e r e s u l t : 

ttN = 59 .23 + 2371 X§ + 0 . 0 0 0 1 A + 0 .0552(C-E) ( 2 1 ) 

( 0 . 1 3 ) ( 3 . 0 2 ) ( 3 . 7 1 ) ( 9 . 0 4 ) 

The explanatory powers o f t h i s equation was almost as high as the previous 
2 

one ( t h e R was 0 . 8 8 ) ; so v a r i a b l e s X , X and X in equation ( 2 0 ) did not 

c o n t r i b u t e much to the explanat ion o f p r o f i t s n e t o f t a x e s . 
THE INDIVIDUAL VARIABLES 

X^: The concentra t ion r a t i o was not a s i g n i f i c a n t f a c t o r behind 

v a r i a t i o n s in f i rm p r o f i t l e v e l s . I t would seem t h a t a f i r m ' s n r o f i t a b i l i t y 

was more a product o f i t s ind iv idua l c h a r a c t e r i s t i c s ( i t s s i z e ) than any 

group c h a r a c t e r i s t i c s i t may share with o ther firms ( t h e industry c o n c e n t r a t i o n 
. , 9 r a t i o ) . 

X^: The p r i c e c o n t r o l v a r i a b l e had a " t " value g r e a t e r than 1 , but 

f a i l e d t o reach s i g n i f i c a n c e at the 5% l e v e l . This does not show, o f c o u r s e , 

t h a t the o v e r a l l system o f p r i c e c o n t r o l was i n e f f e c t i v e . I t suggests only 

t h a t the s e l e c t i v e system did not e x h i b i t any d i f f e r e n t i a l e f f e c t on p r o f i t s 

over and above the genera l system of p r i c e c o n t r o l . 

X^: Of the four f i rm s i z e i n d i c a t o r s , x | ( f i rms employing two 

hundred persons and above) was the most s i g n i f i c a n t . I t reached (approximate ly) 

the 5% l e v e l in equation ( 2 0 ) and the 1% l e v e l in equation ( 2 1 ) . And i t s 

e f f e c t on p r o f i t s was p o s i t i v e as expected . Though, the independent e f f e c t 

9 . When the a b s o l u t e l e v e l o f p r o f i t s (ir^) was expressed as a r a t i o o f 
( a ) s a l e s , ( b ) share c a p i t a l and ( c ) d e p r e c i a t i o n , the c o n c e n t r a t i o n r a t i o 
was the most s i g n i f i c a n t f a c t o r . But , the o v e r a l l s t a t i s t i c a l r e s u l t s f o r 
such r e g r e s s i o n s were very poor. No v a r i a b l e s , inc luding the t a x v a r i a b l e s , 
were s i g n i f i c a n t a t the 5% l e v e l , and the h i g h e s t R2 was 0 . 2 0 . 
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o f X3 ( f i r m s employing 500 and over) could not be t e s t e d from the sample o f 

f irms in t h i s s tudy, because o f the high degree o f m u l t i c o l i n e a r i t y between 
10 3.t and the income t a x allowances v a r i a b l e , A 

X : Foreign ownership was not a s i g n i f i c a n t f a c t o r . I t s l a r g e 

c o r r e l a t i o n with x| suggests t h a t m u l t i n a t i o n a l f irms are d i s t i n c t i v e from 

t h e i r s i z e point o f view;"'"'" and i t i s t h i s , r a t h e r than fore ign dominance 

per s e , t h a t enables such firms t o earn h igher than average p r o f i t l e v e l s . 

AandC-R: These t a x (proxy) v a r i a b l e s were s i g n i f i c a n t a t very high l e v e l s , 

so the s h i f t i n g e s t i m a t e s are u n l i k e l y t o be random outcomes. Doth v a r i a b l e s 

had c o e f f i c i e n t with a p o s i t i v e s i g n , but t h i s in i t s e l f i s not important . 

One cannot say in advance what one would expect t h e s e s i g n s t o be because they 

are a product o f an i n t e r a c t i o n between the unknown s h i f t i n g parameters . 

THE SHIFTING PARAMETERS 

The e s t i m a t e s o f b and b are v i r t u a l l y the same whether they come from 
A -fcj 

equation ( 2 0 ) or ( 2 1 ) . So the s h i f t i n g e s t i m a t e s can be taken from ( 2 1 ) with 

no b ias . , S u b s t i t u t i n g b = 0 . 0 0 0 1 and b =0 .0552 i n t o equation ( 1 9 ) produces; A. hi 
a = 1 . 4 7 and a = 0 .95 

s c 

The e x t e n t o f t a x s h i f t i n g was t h e r e f o r e very high. The company income t a x 

was almost f u l l y s h i f t e d and t h e s a l e s t a x was over f u l l y s h i f t e d . 

6 . CONCLUSIONS 

( i ) I f one a c c e p t s the s u g g e s t i o n , given in the i n t r o d u c t i o n , t h a t the 

most orobable mechanism o f s h i f t i n g i s by f irms r a i s i n g t h e i r output p r i c e s , 

than the high l e v e l s o f t a x s h i f t i n g in Kenya must have c o n t r i b u t e d , t o a n o t -

i n s i g n i f i c a n t e x t e n t , t o Kenya's r e c e n t i n f l a t i o n . With s a l e s t a x revenues 

in 1974 o f K£31.93m and a d d i t i o n a l company income t a x o f K£7.06m, the s h i f t i n g 

e s t i m a t e s imply t h a t K£53.74m was added onto the t o t a l value o f consumption. 
12 

This i s 96.6% i n c r e a s e . I t i s t r u e t h a t t h i s i s an average e f f e c t and the 

weights in the Nairobi p r i c e index give importance t o i tems t h a t are not -

s u b j e c t t o s a l e s t a x (such as f o o d ) . But, i t i s u n l i k e l y t h a t an average 

e f f e c t o f such a magnitude would not have f i l t e r e d through n o t i c e a b l y t o the 

t h e consumer p r i c e i n d i c e s . 

10 . The simple c o r r e l a t i o n c o e f f i c i e n t between and A was 0 . 7 2 . 

1 1 . The simple c o r r e l a t i o n c o e f f i c i e n t between X§ and X^ was 0 . 5 5 . 

1 2 . The percentage r i s e s t o 8.4% i f the s h i f t e d value i s expressed as 
a r a t i o o f p r i v a t e consumption o n l y . 
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( i i ) On the face o f i t , the e x i s t e n c e o f o v e r - f u l l s h i f t i n g o f 

the s a l e s t a x does suggest t h a t f irms ( p r i o r t o the t a x be ing i n s t i g a t e d ) were 

not p r o f i t maximising in the s h o r t - r u n . But , why should firms over f u l l y 

s h i f t the s a l e s t a x and not do the same with the company income tax? I t would 

seem t h e r e f o r e t h a t there was something s p e c i a l about the a d m i n i s t r a t i o n o f 

the s a l e s t a x t h a t enourages a d i f f e r e n t i a l response , even from a p r o f i t 

maximising f i r m . Two points seem important in t h i s connect ion . The f i r s t 

expla ins why the adminis t ra t ion o f the s a l e s t a x encourages f u l l e r s h i f t i n g , 

and the second why i t could be o v e r - f u l l s h i f t i n g . 

The f i r s t point regarding a d m i n i s t r a t i o n i s t h a t f irms are more or 

l e s s automat ica l ly allowed by the p r i c e commission t o r a i s e t h e i r p r i c e s f o r 

any r i s e s in c o s t s due t o the s a l e s t a x , and t h i s i s not the case f o r income 

t a x charges . 

The second po int concerns the system o f re funds . A f irm must show 

the s a l e s t a x as a separate i tem in i t s purchases o f any inputs t h a t i t wishes 

t o c la im f o r refund. For two main reasons f i rms have not always been able t o 

show t h i s , ( a ) I t i s c o s t l y f o r the f i rm t o c o n t a c t every s u p p l i e r who 

charges s a l e s t a x on i t s i n p u t s . And ( b ) , some s u p p l i e r s r e f u s e t o provide 

evidence o f s a l e s t a x in t h e i r i n v o i c e s f o r f e a r t h a t in so doing, in format ion 

w i l l be gained by competi tors as t o the firms system o f c o s t i n g . 

However, not only w i l l many firms be unable t o c la im a l e g i t i m a t e 

re fund, any refunds applied f o r carry a degree o f u n c e r t a i n t y as to when 

they w i l l be forthcoming. The average delay f o r firms seemed t o be months. 

Thus, i t could have been t h a t firms considered t h a t r a t h e r than c la im o f f i c i a l y y 

f o r a refund, they would simply add the t a x paid on t h e i r inputs t o the value 

o f t h e i r output. In t h i s way, as one manager informed me, " t h e consumer would 

be paying t w i c e " . 3 

What i s be ing suggested ig; t h a t , e f f e c t i v e l y the s a l e s t a x i s e x a c t l y 

f u l l y s h i f t e d , but t h a t there i s an element o f unrecorded s a l e s t a x t h a t the 

f i r m pays and rec la ims from the consumer r a t h e r than the S a l e s Tax refunds 
14 s e c t i o n . Any recorded s a l e s t a x pa id would then appear t o be o v e r - f u l l y s h i f t e d . 

13 . This need not imply any a d m i n i s t r a t i v e l a x i t y on the p a r t o f the 
p r i c e commission, because any f irms applying f o r a p r i c e i n c r e a s e could show 
evidence o f a r e a l r i s e in c o s t s . 

14 . This problem o f refunds i s l i k e l y t o be somewhat l e ssened by the 1976 
Budget. For a number o f i tems o f packaging are now exempt from s a l e s t a x 
and thus do not n e c e s s i t a t e a refund a p p l i c a t i o n . 
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APPENDIX: THE QUESTIONNAIRE USED 

FINANCIAL ACCOUNTING DATA FOR THE YEAR ENDING IN 1974 

1 . Date o f Accounting Per iod 

2. TRADING PROFIT f o r 1974 Accounting Year 

3. CORPORATION TAX on the p r o f i t s f o r 1974 Accounting Year 

4. DEPRECIATION f o r 1974 Accounting Year 

5 . TOTAL VALUE OF SALES f o r 19 74 Accounting Year 

6 . VALUE OF AUTHORISED SHARE CAPITAL as a t end o f 19 74 Accounting Year 




