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ABSTRACT

The several tax administration reforms undertaken in Kenya do not exhibit a
discernible methodology. There is no clear, deliberate and integrated reform
mechanism to avoid haphazard implementation of reforms. With this background,
implementation of county tax administration is bound to be haphazard, and without
measurable expectations. The problems at the national tax administration will
inevitably be devolved to the counties. A number of the past tax administration
reform efforts have mainly been donor-led (IMF, World Bank, DFID, etc.), largely
intended to tackle neopatrimonialism in governance in Kenya, as in the rest of sub-
Saharan Africa.

The devolved system of government is a creation of the Constitution of Kenya, 2010.
As such, the legal regime for county tax administration is lacking. There is no
literature specific to the Kenyan situation. There is no history to learn from. Towards
solving the problem, this study conducted research on national level tax
administration reform together with insights from other jurisdictions. It also
considered the tax administration structures under the previous system of local
government. Taxation is largely local and therefore national experiences are better
sources of solutions for county taxation than experiences from other jurisdictions.

The reforms at the national level have shown that neopatrimonialism is unlikely to be
a key issue in tax administration reform. County tax administration largely deals with
property tax and entertainment tax. There is need to take cognisance of the
overridding principle contained in Article 209(5) of the Constitution. In the course of
formulating a strategy for property tax administration, the sustainability should be
tested against the effective rate of property tax (ERPT).

This study has suggested the need to undertake several law reform measures to
guide county tax administration reforms. This entails the amendment of the
Constitution, the repeal and amendment of several Acts of Parliament, the
enactment of a new Act of Parliament, the enactment of several county legislation
and the formulation of a specific policy paper. All this should be geared towards
administering the subnational taxes in a sustainable manner taking cognisance of
the tax culture, with minimal cultural lags and shocks to achieve the intentions of the
framers of the Constitution of Kenya, 2010.

Key words: tax administration, tax administration reform, county tax administration,
county tax administration strategy
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CHAPTER 1

INTRODUCTION

1.1 BACKGROUND

Tax administration reforms in Kenya' have largely been inconsistent. This can be
discerned from the fact that there are no clear rules to show how it has been done.
This has a negative socio-economic and political impact. Uncertainty creeps into
taxation; the tax burden becomes heavier and compliance levels are affected.
Revenue loss becomes the inevitable reality. If this is not addressed, it will negatively
impact on the administration of taxes in the counties established in the new devolved

system under the Constitution of Kenya, 2010.

Tax administration generally refers to the aspect of “how to do it” in respect of a tax
system. It is the mechanisms available for the achievement of “what to do” in
respect of the various taxes. It is therefore the means to actualize the tax laws and
systems and as such it is important for the achievement of the wider taxation goals.

It is therefore distinct from substantive tax law.?

Tax administration is the tool with which tax law and policy is implemented and the
means with which governments raise revenue to finance spending on goods and
services. It is more to do with the framework that supports day-to-day management
of revenue administration and covers systems, structures, management, leadership

and organizational processes that enable a tax agency to meet its core mandate.

! The republic of Kenya is in East Africa bordered by Tanzania, Uganda, Sudan, Ethiopia and Somalia. It gained
its independence from Britain on 12" December 1963, having been a British protectorate from 1895 and
declared a British colony in 1920. It covers an approximate area of 582,646 sq. km., about 80% of which is arid
or semi-arid. Its capital city is Nairobi, which is both an administrative and commercial capital. It is a multi-
party democracy since 1992, but with the promulgation of a new constitution on 27™ August 2010 the political
and administration structure got wide ranging changes. The most prominent is devolution which established two
tiers of government, the national government and the counties.

% The term “distinct’ as used here is not intended to create the impression that substantive tax law and tax
administration law operate in isolation. Indeed certain tax statutes comprise of both. For instance, the Income
Tax Act (Cap. 470) is both a substantive and procedural tax statute.

¥ Kenya Revenue Authority (2010) Revenue Administration Reforms in Kenya: Experience and Lessons,

Nairobi, p. xvi.



Tax administration reform* therefore plays a key role in the general reform of the tax
system. The administrative dimension should therefore be placed at the centre
rather than the periphery of tax reform efforts.” It has been suggested that “tax
administration is tax policy”.® This position flows from the understanding that it is
through the administration of taxes that proposed policies are implemented.
Conversely, tax policies will not achieve the desired results unless the administration

is efficient.

Revenue administration reform is important for a number of reasons. Whereas tax
laws create the potential for raising revenues, the actual amounts collected depend
to a large extent on the efficiency and effectiveness of the administration. The quality
of the administration also influences the investment climate and private sector
development in a country. There is a high incidence of corruption in revenue
administrations and therefore reform would be needed to curtail this. Reform may
also be needed to enable the administration keep up with continuous sophistication
of business activity and tax evasion schemes.” Indeed a tax system is only as

effective as the administrative machinery that implements it.®

In many developing countries, tax administration reform has been part of a broader
fiscal reform effort aimed at restoring macroeconomic stability and at restructuring
tax systems so that taxes are more efficient, less distortionary of market forces and
easier to administer. In both developing and developed countries, tax administrators
face the challenge of modernizing the tax administration so that it can operate
effectively in an increasingly global economy.? However, it must be appreciated that

* Whereas there are various versions of defining the term ‘reform’, it generally means making changes in
something (typically a social, political or economic institution or practice) in order to improve it. Tax reform
would then generally mean the process of changing the way taxes are collected or managed by the government
(cf. Oxford Dictionary available at www.oxforddictionaries.com ).

> Bird, R. M. (1992) Tax Policy & Economic Development, The John Hopkins Press, London, p. 189.

®Casanegra de Jantscher, M. (1990) “Administering the VAT” in Gillis, M., Shoup, C. S. and Sicat, G. (1990)
Value-Added Taxation in Developing Countries, World Bank, Washington, p. 277.
" Gill, J. B. S. (2003) The Nuts and Bolts of Revenue Administration Reform, pp. 1-2.

® Fakile, A. S., F. F. Adegbie & O. S. Faboyede (2014) “Mobilizing Domestic Revenue for Sustainable
Development in Africa” European Journal of Accounting Auditing and Finance Research, Vol. 2, No. 2, pp. 91-
108, April, p. 105.

%Silvani, C. and Baer, K. (1997) “Designing a Tax Administration Reform Strategy: Experiences and

Guidelines,” IMF Working Paper 97/30, International Monetary Fund, Washington, p. 4.
2
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whereas we operate in a global economy, taxation is still largely a local issue,
excepting only the few instances when it acquires an international character such as

in the application of double taxation agreements.*

Limited administrative capacity is a binding constraint on tax reform in many
developing countries such as Kenya. There is widespread tax evasion. Even where
there is no outright evasion, the tax structure is often designed, administered and
judicially interpreted in such a way as to ensure the emergence of a huge gap
between the potential and the actual tax base. There is therefore a great
discrepancy between what the tax system appears to be on the surface and how it
actually works in practice. The patchwork character of the tax system of many
developing countries arises in large part from their inability to administer the taxes
they legislate, resulting in the continual need to legislate new tax changes. Whereas
existing taxes may not be optimally collected, new taxes may be legislated to
enhance revenue. This is also attributable to the several “experts” consulted in the
process of law reform. The expert’s inclination inevitably informs the resultant

legislation.™

Tax reform is a political process. Accordingly, understanding the nature of that
process is key to understanding what kinds of reforms are possible and what kinds of
reforms are not. For decades now, it has been accepted that there can be no
taxation without representation. However, meaningful tax reforms may be the
product of administrative rather than political leadership. Indeed for purposes of
certainty and consistency in taxation, the powers of political leadership over tax

administration reform should be limited.*?

19 These are agreements or treaties between two taxing jurisdictions relating to how they would share the tax due
in instances where both would be entitled to tax under their respective tax laws. The main purpose is to
ensure that the taxpayer is not made liable to pay tax in both jurisdictions.

"Bird, R. M. (1992) supra, p. 190.

12Steinmo, S. (1995)The Politics of Tax Reform,” in Sandford, C. (1995) More Key Issues in Tax Reform,
Fiscal Publications, Bath, pp. 211-212.



Experts have suggested that the solutions to the administrative problems of tax

reform may be divided into three groups:-

a) Those that would change the environment.

This may be done through “tax payer education” to encourage compliance, making
fundamental changes in the way government is conducted to encourage a change in
attitude to taxation and promote fairness in the tax system which would also be an
important factor in shaping attitudes. The political situation in a country also affects
the environment. However, it should be understood that since it is not the duty of any
taxpayer to assist the tax authorities to get as much tax from him as possible,
incentives to encourage compliance and disincentives to discourage non-compliance

should be provided and be centrally located in the tax payer education curriculum.*?

b) Those that would change the administration.

This may be through devising an incentive system for tax administrators. However,
the most basic way to ensure that tax officials do what they are supposed to do, and
no more, is to reduce to a minimum the amount of discretion they have in dealing
with taxpayers.'® Article 210 of the Constitution of Kenya, 2010, has to a
commendable degree reduced the amount of discretion by expressly providing that
taxes or licensing fees can only be imposed, waived or varied through legislation.

c) Those that would change the law.

Three ways have been recognized for dealing with the question of modifying the
legal structure to accord with the administrative realities of developing countries. To
develop some gadgetry to bypass the problem has been considered to be a false
lead. For instance, the mere introduction of Electronic Tax Registers (ETRS) cannot
be a solution unless the basic tax law is adequate and has proper systems to ensure
compliance. To provide an adequate legal structure for administration is obviously

important but in itself inadequate. Whereas this is deemed inadequate, it is the key

BBird, R. M. (1992) supra, p. 193.
“Ibid, p. 195.



towards achieving the substance of tax laws. To design the basic tax law properly in

the first place, is in the end the only sensible procedure.’®

Whereas the importance of designing proper basic tax law*® cannot be gainsaid, the
yield of the tax system will eventually depend on the structures in place to implement

such a law. This is why tax administration is the driving cog in taxation.

There are three basic rules of reform. These are the rule of results, the rule of
relevance and the rule of robustness. To meet these basic rules, two subsidiary or
auxiliary rules have been postulated viz. the rule of redundancy and the rule of
resiliency. It is noteworthy that these rules are more relevant to substantive tax
reform as opposed to tax administration reform.}” These rules are addressed in

greater detail in Part 1.7.3 herein.

The main purposes of taxation are, first, to raise government revenue, second,
distribution of wealth and, third, policy formulation and application where it is
intended to have an impact on the public’s consumption habits. Taxation is also
used to promote or protect industries within the broader industrialisation plan of a
country.'® Taxes become undesirable when they inhibit commerce and development.
They are also not beneficial to the government if they do not raise the desired
revenue. Though tax is an exaction, the tax authorities in modern day economies
must also be interested in the views of the public in respect of a tax. Indeed, since
there should not be taxation without representation, there ought not to be taxation
without consultation. In modern economies, consultation and public participation can
only be achieved through people’s representatives as it is practically impossible to
hold ancient Athenian public meetings to make resolutions on public matters. This is

because of the sheer size of populations and geographical reach of countries.

Ibid, pp. 193-201.

'® The term ‘basic tax law’ is used here to denote a legal regime that facilitates the achievement of the objective
of a particular tax and within the larger context of development in a country.
YBird, R. M. (1992) supra, pp. 183-185.

'8 The purpose of raising government revenue appears to be the overriding principle in many modern
economies. However, it is important to consider the other purposes as relevant, even if not dominant.
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1.1.1 Kenya

Tax law in Kenya is statutory. There is no common law of taxation.'® The main laws
applicable to tax in Kenya are contained in the Constitution of Kenya, various Acts of
Parliament and the various Finance Acts enacted annually. Article 210(1) of the
Constitution of Kenya, 2010, requires that no tax or licensing fee may be imposed,
waived or varied except as provided by legislation. The main tax statutes include the
Income Tax Act, the Value Added Tax Act and the Customs and Excise Act. The
statutes relevant to county taxes include the Entertainments Tax Act, the Valuation
for Rating Act and the Rating Act (these need extensive amendments to effectively

apply to Counties).

The Kenya government adopted the Tax Modernization Programme in 1986 and the
Budget Rationalization Programme in 1987. The foundation for this was laid in
Sessional Paper No. 1 of 1986 on Economic Management for Renewed Growth.
This was first conceived in Sessional Paper No. 10 of 1965 on African Socialism and
its Application to Planning in Kenya.?® The modernization programme sought to
enlarge the government revenue base whereas rationalization involved regulating
expenditure through strict fiscal controls. Specifically, the Modernization Programme
sought to:
a. raise the tax revenue — GDP ratio from 22% in 1986 to 24% by the mid 1990s.
b. reduce compliance and administrative costs through low and rationalized tax
rates and wider tax bases.
c. improve tax administration by sealing leakage loopholes, making wider use of
computers and enhancing audit surveillance, and
d. enhance the institutional capacity to manage tax policy by establishing

effective database management systems.

These objectives were later expanded to include raising the revenue—GDP ratio to

28%; invigorating the growth of the fledgling capital market; emphasizing self-

9 Mayson, S. W. & Blake, S. (1990) Mayson on Revenue Law (Eleventh Edition) Blackstone Press Limited,
London, p. 4.

% Kenya, Government of (1965) Sessional Paper No. 10 of 1965 on African Socialism and its Application to
Planning in Kenya, Nairobi.

6



assessment systems; strengthening taxpayer education and service; and,

implementing organisational reforms that would modernise tax administration.?*

Between 2003 and 2004, revenue collections rose by about 2 percentage points of
GDP as a result of improvements in administration and governance. Since then
revenue collection has remained around 21 percent of GDP, except for the financial
year 2005/06 when the same was not attained due to problems associated with the
computerisation of customs services which resulted in lower import duties and VAT

on imports.?

Revenues were targeted to rise from 20.7% of GDP in 2006/07 to 22% by 2015 and
remain at that level to 2030. This is expected to be achieved despite the reduction in
the scope for raising taxes from duties as a result of the COMESA and EAC trade
liberalization, tax harmonization and the coming into force during this period of the
Eastern and Southern Africa (ESA) — European Union (EU) - Economic Partnership
Agreement (EPA). The resultant effect might be a heavier tax burden on taxpayers
unless mechanisms to net in more taxpayers are adopted to widen the tax base.
However, the Kenya Vision 2030 does not provide specific strategies to be used to

maintain a strong revenue effort.?®

The Government established a Tax Harmonization Taskforce to review and propose
appropriate recommendations on reforming the tax system to facilitate achievement
of Vision 2030.*

As will be seen later in Chapter 2, the tax gap is a major guide in the determination
of the general reform strategy to be adopted. Prior to the various tax administration

reforms carried out in Kenya, no comprehensive study and analysis of the country’s

“Muriithi, M. K. and Moyi, E. D. (2003) Tax Reforms and Revenue Mobilization in Kenya, AERC Research
Paper 131 African Economic Research Consortium, Nairobi, p. 3.
%2 Kenya, Republic of (2007) Kenya Vision 2030, p. 3.
Z|bid, p. 6.
24 Kenya (2009) Budget Speech for the Fiscal Year 2009/2010 (1% July — 30" June), p. 20.
7



tax gap has been carried out. It therefore follows that the general approach to

reform has failed to adhere to the basic tenets.

The tax reform strategies have also shown signs of inconsistency. This is indicative
of a haphazard methodology without a basic design. For instance, whereas the Tax
Modernization Programme of 1986 sought to raise the tax revenue-GDP ratio from
22% in 1986 to 24% by the mid 1990s and subsequently to 28%, the target of Kenya
Vision 2030 is to raise the revenue-GDP ratio from 20.7% in 2006/07 to 22% by
2015 and retain that level until 2030.

Complying with tax requirements in Kenya takes longer compared to neighbouring
countries. It takes 417 hours for a firm in Kenya to calculate and pay all required
taxes, far longer than in Burundi, Uganda, Rwanda and Tanzania. The world

average is 286 hours. This is due to the complications in the tax system.?

Since independence, several tax administration reforms have been undertaken. The

main ones include: -

i) The introduction of the Personal Identification Number (PIN) or Taxpayer
Identification Number (TIN) for proper identification and tracking of taxpayers.

Kenya operates a PIN system. Every taxpayer of direct taxes must register
and be assigned his individual PIN. This is necessary for filing of income tax
returns and other tax returns. It has also become a requirement for various

transactions involving government offices.

A robust system of taxpayer identification is key to good revenue

administration.?® This requires control measures such as those ensuring that

#PricewaterhouseCoopers and The World Bank (2009) “Paying Taxes 2010,” as quoted in Standard Business,
December 4, p. 27.

%K loeden, D. (2011) Revenue Administration Reforms in Anglophone Africa since the Early 1990s, IMF
Working Paper WP/11/162, International Monetary Fund, Washington, p. 30.
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no PIN is assigned to more than one taxpayer and that each taxpayer is

assigned only one PIN.?’

A comprehensive analysis of taxpayer identification and registration, and PIN
is the subject of Chapter 3.

i) The formation of the Kenya Revenue Authority as the centralised government
agency for tax collection.

The Kenya Revenue Authority (KRA) was established in 1995. This was in
tandem with other countries in sub-Saharan Africa that established their own
semi-autonomous revenue agencies. These include Ghana (1985), Uganda
(1991), Zambia (1994), Malawi (1995), Tanzania (1996), South Africa (1997),
Rwanda (1998), Zimbabwe (2001), Ethiopia (2002), Sierra Leone (2002),
Lesotho (2003), The Gambia (2005), Mauritius (2005), Mozambique (2006),
Burundi (2010) and Swaziland (2011).® The basis for the creation of KRA
was laid in 1986 through the Tax Modernization Programme and Sessional

Paper No. 1 of 1986 on “Economic Management for Renewed Growth”.?°

The concept of autonomous revenue agencies and KRA are the subject of
Chapter 4.

iii) The management of Income Tax and Value Added Tax (VAT) under the
Domestic Taxes Department of KRA.

“’Silvani, C. and Baer, K. (1997) supra, pp. 17-18.

“Fjeldstad, O-H and Moore, M. (2009) “Revenue authorities and public authority in sub-Saharan Africa,”
Journal of Modern African Studies, 47:1, p. 2; Manasan, R. G. (2003) “Tax Administration Reform: Semi-
Autonomous Revenue Authority, Anyone?” Philippine Journal of Development, No. 56, p. 173; Kloeden,
D. (2011) Revenue Administration Reforms in Anglophone Africa since the Early 1990s, p. 13; and,
Fjeldstad, O-H & K. K. Heggstad (2011) The Tax Systems in Mozambique, Tanzania and Zambia; Capacity
and Constraints, CMI, p. 28.

# KRA (2010) supra, p. 14.



This was done during the first Phase of the Revenue Administration Reform
and Modernization Programme (RARMP). This was a step towards
restructuring KRA from a tax based organisation to a functional form. A tax
based authority has departments based on the various taxes whereas a
function based authority operates under departments such as domestic taxes
department, large taxpayers department and an enhanced support services
department. Prior to the reorganisation, income tax and VAT were
administered under different departments each headed by a Commissioner.*

iv) The introduction of the ‘Simba 2005 System’ to enhance the collection of

customs duty.

This is hailed as one of the achievements of the first phase of RARMP. It was
implemented to facilitate self-assessment and the Post Clearance Audit (PCA)
function was strengthened. It suffered some hiccups in its implementation
such as failures of the computer system, reducing revenue collections.®! The
“Simba 2005 System” was developed from the Senegalese customs system
that operated a system known as GAINDE 2000.%

The Simba 2005 System, among others, is the subject of consideration in
Chapter 5.

v) The introduction of the Electronic Tax Register (ETR) to enhance collection of
the Value Added Tax (VAT).

ETR was implemented through various public notices, mainly Public Notices
No. 48, 49 and 50 of 15" December 2004. KRA is also in the process of
implementing the Fiscal Electronics Signature Device (FESD).*® The ETR was

% http://kra.go.ke/rarmp/rarmp/html.

*! http://kra.go.ke/rarmp.rarmp/html.

%2 KRA (2010) supra, p. 61.

#Nttp://kra.go.ke/vat/esigndevice1204.html and http://kra.go.ke/noticesesdguide2000105.php.
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introduced after study visits to Italy, Greece and Turkey.?* ETR is studied in
Chapter 5.

vi) The introduction of the Certificate of Tax Compliance and its requirement in

dealings with government offices.

Upon full implementation, every person dealing with government offices will
be required to produce a Certificate of Tax Compliance. This will ensure
compliance. It, however, depends on co-operation from other government

offices.

vii) The introduction of a Turnover Tax as an alternative to the payment of VAT.
This was done to promote compliance by removing taxpayers with a turnover
below the threshold of Ksh. 5 million turnover per year from the VAT regime to

the turnover tax regime and thus simplifying their mode of making returns.

viii) The introduction and implementation of the Integrated Tax Management
System (ITMS) by KRA.

This is one of the key programmes in the KRA’s Fourth Corporate Plan for
2009/10 to 2011/12. The theme of the Plan was “Attaining international best
practice in revenue administration by investing in a professional team,
deepening reforms and quality service delivery to enhance compliance”. The
intention is to ensure that all revenue departments are fully automated.*® The

ITMS is based on the Chilean tax system.*

It must be ensured that the implementation of computer technology is in
tandem with the appropriate changes in the tax administration’s key

procedures, including registration, collection, audit and enforcement.®’

¥ KRA (2010) supra, p. 85.

% http://kra.go.ke/publications/corporte-plan-final-combined.pdf.
*KRA (2010) supra, p. 123.

¥Silvani, C. and Baer, K. (1997) supra, p. 20.
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The ITMS is studied in greater detail in Chapter 5.

ix) Others include taxpayers’ clinics and other taxpayer education services.

1.2 STATEMENT OF THE PROBLEM

The several tax administration reforms undertaken in Kenya do not exhibit a
discernible strategy, theme, policy or methodology. There is no clear, deliberate and

integrated reform mechanism to avoid haphazard implementation of reforms.

There has been inconsistency in the tax reform strategies to adopt. For instance,
whereas the Kenya Vision 2030 proposes to raise the tax revenue-GDP ratio from
20.7% in 2006/07 to 22% by 2015 and maintain that level until 2030, the earlier Tax
Modernization Programme of 1986 sought to raise the same from 22% in 1986 to
24% by mid 1990s and thereafter to 28%. This is indicative of a haphazard

formulation of policies.

It is clear from the various initiatives that the government has involved itself more
with the development and introduction of gadgets to deal with tax administration.
These include Electronic Tax Registers (ETRs), the ‘Simba 2005’ System (S2005S),
the Integrated Tax Management System (ITMS) and Personal Identification Numbers
(PIN). Most of these systems are borrowed from other jurisdictions. The S2005S has
its origins in Senegal, the ITMS was borrowed from Chile and the ETR was
implemented as a result of study visits to Italy, Greece and Turkey. Without a proper

basic tax law, such a route becomes a false lead to achieving the desirable results.

The S2005S encountered serious teething problems at its implementation arising
from both internal and external resistance. There has been opposition to the ETR
especially on whether it is fair to shift the burden of tax accounting to the tax payer
and whether professionals should be subjected to it. The debate as to the extent of
application of the Personal Identification Number (PIN) in accessing public services
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is still alive. The effect of the foregoing is that there is revenue loss or the cost of

collecting revenue increases.

With the above background, implementation of county tax administration is bound to
be haphazard, and without measurable expectations. The problems at the national

tax administration will inevitably be devolved to the counties.

This problem is magnified by the fact that county governments are inevitably taking
over the systems and processes hitherto used by the defunct local authorities, which
in most instances were dysfunctional. For instance, only four local authorities
(Nairobi, Mombasa, Kisumu and Nakuru municipalities) had fully fledged property
rates administration systems (not necessarily efficient, too).

Several issues arise. Will the counties use the KRA PIN for tax administration? If so,
what about data security? If not, what is the effect of multiplicity of taxpayer
registration? Will there be information-sharing between the counties and KRA? Who
is the ideal tax administrator for county taxes: KRA or autonomous agencies within
the counties or even the county civil service? Will the counties get access to the KRA

electronic system?

This study looks at the problem where tax administration reforms have been effected
without a discernible strategy and guidelines and without a composite objective in
sight. It is therefore an analysis of the efficacy of the various reform initiatives with a
view to identifying lessons to model a strategy to guide future reforms, moreso the

implementation of county tax administration systems.

1.3 JUSTIFICATION/SIGNIFICANCE OF THE STUDY

This study is based on the need to seek solutions for the problem stated above. Here

below is the justification for undertaking the research.

Article 175(b) of the Constitution of Kenya, 2010, requires that county governments

should have reliable sources of revenue to enable them to govern and deliver
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services effectively. This study is an attempt at partial satisfaction of this

requirement.

Efficient and effective tax administration is central to a successful tax system in any
country. Accordingly, it is necessary to have proper administration reforms if the set
goals of taxation are to be achieved. The tax gap in Kenya is still in the range of 20
to 40 per cent and therefore in need of reform. Tax administration is the key prong in
the performance of property taxes, which are the main source of revenue for
subnational entities. The performance of property taxes in Kenya is below par and

there is therefore need to make an attempt at improving administration.3®

Kenya has undertaken some tax administration reforms since independence. Some
have worked. Others have not. Some have been fiercely opposed by stakeholders.
There are some that have led to the loss of revenue. This has left a somewhat murky
field or track record. A study of the process is therefore necessary at this time and in

the prevailing circumstances.

Since tax administration is central to taxation, it is important to study whether its
reform follows an identifiable and measurable process. It is also necessary to study
whether the reforms comply with the basic rules of reform. The reforms should also
be in accordance with the law. This will eventually translate into achievement of tax

goals.

The purpose of any tax administration reform effort is to come up with an effective
and efficient mode of management and collection of taxes. Reform efforts in taxation
transcend the legal, economic and public finance aspects. There is therefore need to
make an attempt at harmonising the different fields with a view to formulating
implementable strategies for the administration that are more efficient and effective

thereby leading to higher revenues.

Reform shortfalls in any tax jurisdiction usually trigger the need for a strategy and
timescales. The Constitution of Kenya, 2010, necessitates the need for a strategy

% Kelly, R. (2000) “Designing a Property Tax Reform Strategy for Sub-Saharan Africa: An Analytical
Framework Applied to Kenya,” Public Budgeting & Finance, Winter, 36-51, p. 38.
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that would address both the national scope of reform vis-a-vis the subnational tax

administration units.

It is important, with the wisdom of hindsight, to identify any discernible rules of tax
administration reform in Kenya and use the same and other studies to formulate a
sustainable administration for county taxes. This is important at a time like this when
the legislation to actualize devolution in terms of the Constitution of Kenya, 2010,
has not been formulated.

The significance of this study, therefore, is that it is a contribution to existing
knowledge on tax administration reforms. It creates a database in addition to
analyzing available information. More importantly, it comes up with methodologies
on the tax administration reforms for counties in Kenya. It is intended that the
strategy formulated in this thesis would be useful for subnational tax administration
reforms in any jurisdiction, with the necessary adaptations. Of immediate
significance is that it will identify lessons upon which to model a strategy to actualize
county tax administration towards full implementation of the Constitution of Kenya,
2010.

1.4 RESEARCH DESIGN

The research design adopted in this study is geared towards solving the problem as
stated herein. It is intended to assist towards achieving the main goal of identifying
lessons to model a strategy for the sustainable administration of county taxes in

Kenya.

1.4.1. Research Objectives

The general objective of this research is the identification of lessons necessary to
model a suitable and sustainable strategy for county tax administration reforms in
Kenya and eventually, propose law reform measures towards modelling a strategy

for sustainable administration of county taxes in Kenya.
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The research has the following specific objectives: -

1.

To analyse and study the concept of taxpayer identification and registration,
and the system of taxpayer identification and registration in Kenya with a view
to assessing its efficacy and whether it is suitable for the administration of

county taxes.

. To analyse and study the concept of Autonomous Revenue Authorities

(ARAS), the establishment of the Kenya Revenue Authority (KRA), whether it
has achieved its object and whether it can sustainably be devolved to the

counties for the administration of county taxes.

To investigate whether the electronic and automation systems introduced in
Kenya in the reform of tax administration have achieved their objectives and
whether they, or their equivalents, would be suitable for the administration of

county taxes.

To investigate whether the tax administration reform process has brought
about any discernible rules or guidelines and whether these can form

benchmarks to guide future tax administration reforms.

To identify the basic rules to be used in the modelling of a strategy for the
sustainable administration for county taxes in Kenya and propose requisite

law reform measures.

The research questions this study sought to answer are the following:

1.

Is the Personal Identification Number (PIN) used at the national level by the
Kenya Revenue Authority (KRA) suitable for the administration of county
taxes in Kenya?

Is the concept of Autonomous Revenue Authorities (ARAS) suitable for the
administration of county taxes in Kenya?

Are the electronic and automated systems in use by the Kenya Revenue

Authority (KRA) suitable for the administration of county taxes in Kenya?
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4. What lessons can we draw from past tax administration reforms in Kenya to

aid in developing models for administration of county taxes?

1.4.2 Research Methodology

This study was undertaken in both primary and secondary approaches.

For the primary research, interviews were conducted with officials of the Kenya
Revenue Authority (KRA), taxpayers, both corporate and individual, and tax
professionals. Interviews were by way of open-ended question questionnaires. The
guestions sought both factual data and opinions of the respondents. These included
key informant interviews. This is justified by the fact that the research area is highly
technical and useful data is likely to be received only from persons knowledgeable in

the subject matter.

The rationale for seeking data from the three primary sources is the seeking of
opinions from varied perspectives of persons involved in the tax cycle at different
stages. Whereas KRA officers would give information from a policy standpoint,
taxpayers and tax professionals give their experiences on how KRA attempts to
implement policy. This justified the decision to have the three categories of

respondents.

1.4.2.1 KRA Officers

Twelve (12) officers from the KRA returned their questionnaires after a random
distribution of 42 questionnaires in the departments in respect of which authority to
interview had been granted. The researcher distributed more questionnaires than
previously intended in the respective departments as a move towards getting more
views within the limited authorised departments. Further, by way of triangulation, the

research also relied on reports and other published works from KRA.

Upon seeking authority to interview officers working at the KRA, limited authority was

granted. Accordingly, the researcher only had access to officers working in the Large
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Taxpayers Office (LTO), the Legal Department and the Policy, Compliance Risk
Management and Research Division. The interviewees hold the ranks of Officer,
Senior Officer, Assistant Commissioner, Senior Assistant Commissioner and Deputy
Commissioner. It was optional for the interviewees to indicate their names. All of
them chose not to indicate it. The information received was also checked against the
available KRA reports. The questionnaire required the interviewees to identify the
various tax administration reforms initiatives undertaken by KRA,; the impact and
effectiveness of those initiatives; the existence or otherwise of rules or guidelines to
guide future tax administration reforms; the reform measures taken or proposed by
KRA to guide tax administration in the counties; and, proposals modelling a
sustainable county tax administration system. The questionnaire is attached hereto
as Appendix 1.

An oral interview was also conducted with a Manager in the Policy, Compliance Risk
Management & Research Division of KRA* to supplement the questionnaires. This

was important to the study as it gave insights on the policy direction taken by KRA.
1.4.2.2 Taxpayers

The sampling for administering the taxpayers’ questionnaire was conducted by
identifying key informants by having them answer a preliminary question that they
pay taxes and have a general understanding on the tax system. This was necessary
because the subject matter is highly technical and the questionnaire required
opinions to be given. As such, opinions can only be given by those who possess
some understanding and knowledge on the research area. These informants were
also requested to propose other possible interviewees. Seventy (70) questionnaires
were administered. Twenty two were returned. However, four (4) were rejected as
they were incomplete in material respects and could not be analysed. Accordingly,
eighteen (18) questionnaires were analyzed. Out of these, four (4) were from
corporate taxpayers, twelve (12) from individual taxpayers, one (1) indicated that he
filled in the questionnaire in both capacities and one (1) did not indicate. The name
was optional, and only two (2) provided their names. The questionnaire required the

% Interview conducted with Mr. Juma on 29" July 2013 at KRA offices, Times Tower, Nairobi. ‘Mr. Juma’ is a
pseudonym used for the said officer as he chose to remain anonymous and he was assured of confidentiality.
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interviewees to indicate the use and efficiency of the various tax administration
reform initiatives by KRA; the challenges; and, proposals on efficient tax collection.

The questionnaire is attached hereto as Appendix 2.

1.4.2.3 Tax Professionals

For purposes of interviewing tax professionals, the researcher used the ‘big four
accounting firms' in Kenya. This was justified in that the four have specialized tax
departments. Four (4) questionnaires were dispatched to the tax departments of
each of the four making a total of sixteen (16) questionnaires. No returns were
received from one (1) of the firms. The other three firms returned one (1), two (2) and
two (2) questionnaires, respectively. The questionnaire required the interviewees to
assess the impact and efficiency of various tax administration reform initiatives and
to propose ways of modelling an effective system for county tax administration. The

guestionnaire is attached hereto as Appendix 3.

In total, thirty five (35) questionnaires were analyzed.

1.4.2.4 Focus Group Discussion

Informed by the special nature of the research, the researcher used a Focus Group
Discussion (FGD). The purpose was to get insights into different opinions on the
formulation of a strategy for the administration of county taxes, tested through
discussions and input from various perspectives. This group consisted of six (6)
lawyers who have practised law for between two (2) and fifteen (15) years. Of the six
(6), one (1) works for KRA. This complemented the data collected through

guestionnaires and interviews.

“0 This phrase is globally used to refer to Deloitte, Ernst & Young, KPMG and PWC. The four rank highly in
terms of performance and revenues, far beyond other accounting firms.
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1.4.2.5 Secondary Research

Secondary research involved both worldwide web and library research. Key
materials reviewed are the various relevant Acts of the Kenyan Parliament and
reports of the Kenya Revenue Authority (KRA). The quantitative data from the KRA
reports was found to be useful in analysing revenues, and by way of triangulation, as

a cross-check on the clarity and data received from KRA officers through interviews.

1.4.2.6 Conclusion

The data received required both qualitative and quantitative analysis. Whereas
gualitative data was the cornerstone of the research, quantitative data was used to
put into perspective the full picture. Quantitative data analysis was especially useful
in measuring the popularity of various reform initiatives. On its part, qualitative data

analysis aided in providing the substantive basis of reform efforts and results.

The research exercise encountered difficulties on the part of administration of
guestionnaires. Whereas potential interviewees readily accepted to take part in the
exercise, it required a lot of effort and reminders to get back the filled out
guestionnaires. Indeed only 30.5% of the questionnaires distributed were received.

The foregoing notwithstanding the research exercise yielded the intended results. It
provided useful information on, among others, the concept of ARAS, the identification
and registration of taxpayers, the use of electronic and automated systems and the

concept of tax reform.
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The flow of the research is represented by the figure below.

Tax Administration Reform Measures

Identifiable Principles Applied

Effectiveness/Success Indicators

Strategy for Reform

County Tax Administration System

Figure 1. Research flow chart

The figure above shows that this research commences at the point whereby certain
tax administration reform measures have been undertaken at the national level (for
example, establishment of an ARA). From those measures, attempts are made to
discern any principles that were applied (for example, consolidation of services).
Flowing from the reform measures and the principles applied, we test the
effectiveness and identify any success indicators (for example, tax/GDP ratio).
Those success indicators can then be used in the formulation of a reform strategy
that will eventually give us the county tax administration.

1.4.3 Hypotheses

This research proceeded on the hypotheses laid out hereunder.

First, the Personal Identification Number (PIN) used at the national level by the

Kenya Revenue Authority (KRA) is not suitable for the administration of county taxes
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in Kenya. As will be seen in Chapter 3, this hypothesis was discredited by the

research findings.

Second, the concept of Autonomous Revenue Authorities (ARAS) is not suitable for
the administration of county taxes in Kenya. The research findings supported this

hypothesis as will be seen in Chapter 4.

Third, the electronic and automated systems in use by the Kenya Revenue Authority
(KRA) are not suitable for the administration of county taxes in Kenya. As will be
seen in Chapter 5, whereas the research findings supported the use of electronic

and automated systems, specific systems are needed for county tax administration.

1.5 LITERATURE REVIEW

The goal of undertaking a literature review was to evaluate the available knowledge
on tax administration reforms with a view to informing this study and situate the study
within the body of literature. This was important so as to enable the researcher
conceptualize and contextualize the various issues. The researcher collected books,
articles and reports that were relevant to the subject, some in hard copies and others
from internet sources. The main themes of the study were identified and literature

relevant to them sought.

1.5.1 Autonomous Revenue Agencies

Hadler notes that in the recent past, the trend in many developing countries has
been to set up (semi-) autonomous revenue agencies (ARAS) to replace the offices
or departments charged with collection of taxes.** This has been done as a

perceived means to sustained revenue improvement.** Manasan argues that such

“Hadler, S. C. (2000) Improving Tax Administration in Sub-Saharan Africa: The Potential of Revenue Agencies
and Electronic Service Delivery, United Nations, p. 3; Manasan, R. G. (2003) supra, p. 173; and Fjeldstad,
Q-H and Moore, M. (2009) supra, p. 1.

*?Hadler, S. C. (2000) supra, p. 3.
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radical reform of the tax agencies was primarily intended to improve revenue

performance due to the deep—seated problems in tax administration.*?

As noted by Fjeldstad and Moore, Manasan, and Kloeden, in Sub-Saharan Africa,
the following countries have established semi-autonomous revenue authorities (with
years of establishment): Ghana (1985), Uganda (1991), Zambia (1994), Kenya
(1995), Malawi (1995), Tanzania (1996), South Africa (1997), Rwanda (1998),
Zimbabwe (2001), Ethiopia (2002), Sierra Leone (2002), Lesotho (2003), The
Gambia (2005); Mauritius (2005); Mozambique (2006); Burundi (2010) and
Swaziland (2011).*

Fjeldstad and Moore, Hadler and Kloeden have assessed the role played by external
institutions in the adoption of this model in Africa. As will be seen in Chapter 4,
external forces have continued to offer advice and technical assistance to the new

tax administrations.*

It is interesting to note that Manasan and Hadler hold the view that though
autonomous revenue agencies were perceived as a means to sustained revenue
improvement, there is little sign that their creation has actually increased public
revenues.*® Kloeden seems to support this view and adds that indeed, between 1996
and 2007/08, the tax/GDP ratio for Kenya dropped by -2.3. It also dropped in
Seychelles, Zambia and Zimbabwe over a similar period.*” However, Fjeldstad and
Moore, and Hadler also see a positive impact in that it has facilitated a range of
reforms in the ways in which taxes are assessed and collected.*® Kloeden notes that,

*Manasan, R. G. (2003) supra, p. 173.

“Fjeldstad, O-H. and Moore, M. (2009) supra, p. 2; Manasan (2003) supra, p. 173; Kloeden (2011) supra, p.
13; and Fjeldstad, O-H & K. K. Heggstad (2011) The Tax Systems in Mozambique, Tanzania and Zambia;
Capacity and Constraints, p. 28. Whereas this had largely been highlighted at pp. 8-9 herein, it was deemed
appropriate to restate them to ensure a smooth flow of the literature being reviewed here.

*Fjeldstad, O-H. and Moore, M. (2009) supra, p. 3; Hadler, S. C. (2000) supra, p. 4; and, Kloeden, D. (2011)
supra, p. 4..

**Manasan, R. G. (2003) supra, p. 173; and Hadler, S. C. (2000) supra, p. 3.

*’Kloeden, D. (2011) supra, p. 7.

*®Fjeldstad, O-H. and Moore, M. (2009) supra, p. 1; and Hadler, S. C. (2000) supra, p. 3.
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on average revenue collection increases across 40 sub-Saharan African countries
between 1980 and 2005 are mostly, if not entirely, attributed to resources revenues,
with collections in countries without resources mostly stagnant.** The Kenya
Revenue Authority offers that in Kenya, revenues have increased since the
establishment of KRA. Revenue growth averaged over 11 per cent between 1995/96
and 2008/09.>°

Hadler notes that in Kenya and South Africa, the objective of establishing
autonomous agencies was to improve effectiveness, efficiency and equity of the tax
administration. This contrasted with the objective in other countries such as Ghana,
Uganda, Zambia and Tanzania, which was mainly to increase tax revenues.>* As far
as this objective is concerned it is arguable whether the establishment of KRA

achieved its object.

Manasan interestingly notes that, whereas in countries such as Malaysia and
Zambia the creation of semi-autonomous revenue authorities appears to have no
tangible impact on tax effort, contrastingly, in Kenya, tax effort declined despite the
creation of a semi-autonomous revenue authority.>* Tax effort is an index measure of
how well a country is doing in terms of tax collection relative to what could be
reasonably expected given its economic potential and is calculated by dividing its
actual tax share by an estimate of how much tax the country should be able to

collect given the structural characteristics of its economy.>

Hadler suggests that the need to increase revenues has been the prime reason for
establishment of new revenue agencies in most instances in sub-Saharan Africa.
She also identifies other special reasons for the establishment of the agencies in
some countries. For instance, in Tanzania and Uganda, the disarray of revenue

collection and pervasive corruption were the motivating factors, while in Kenya and

“Kloeden, D. (2011) supra, p. 7.
*KRA (2010) supra, p. Xv.

*'Hadler, S. C. (2000) supra, pp. 3-4.
*2Manasan, R. G. (2003) supra, p. 181.

%% African Development Bank (ADB)(2010) Domestic Resource Mobilization across Africa: Trends, Challenges
and Policy Options, Committee of Ten Policy Brief No. 2/2010, p. 3.
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South Africa, the objective was less to increase tax revenues than to improve

effectiveness, efficiency and equity of the tax administration.>*

According to Manasan, the rationale for establishing semi-autonomous revenue
agencies has been the need for radical changes in tax administration in countries
where the tax gap is large. Tax administration in these countries was characterized
by a rigid civil service, widespread perception of corruption and consequently, low
voluntary compliance because of the perceived lack of fairness in the enforcement of

tax laws.>®

Manasan goes on to hold that revenue agencies are also given autonomy in an
endeavour to make a credible commitment to taxpayers that the tax collection
agency will be more competent, efficient and fair. By turning tax administration over
to an independent agency, the reform aim would be to depoliticize tax collection and

minimise the risks that politicians will undo the reform at a later date.>

Hadler justifies the establishment of autonomous agencies on the basis of the
following apparent benefits: perceived increased effectiveness, efficiency and equity
of a new agency by taxpayers, resulting in an increase in compliance and tax
revenues; greater flexibility in human resource management free from the
constraints of public service regulations; to restructure and integrate tax operations
so as to take advantage of economies of scale and information, and to eliminate
duplication of functions; and independence to take legal action directly against

taxpayers.>’

Hadler, however, notes that there are disadvantages of the revenue agency
approach which include: improved revenues could be realized without the costs of
establishing a new agency; the establishment of a new agency may be promoted by

those who stand to benefit; and autonomous agencies have proven more costly than

**Hadler, S. C. (2000) supra, p. 4.
**Manasan, R. G. (2003) supra, p. 174.
% ibid, p. 175.
*"Hadler, S. C. (2000) supra, pp. 4-5.
25



the tax agencies they replace. In some cases, the collection costs to tax revenue
ratio have increased. Others include the view that the establishment of autonomous
agencies is not an alternative to civil service reform, and may contribute to
fragmentation of the civil service and to problems of inter-agency co-operation; a
clear regulatory and supervisory framework is needed to ensure that autonomy is not
abused; autonomy does not guarantee an end to political interference; and, legal and

political factors may continue to constrain human resource policies.>®

Fjeldstad and Moore observe that though ARAs differ from one another in many
respects, they share significant features. The agency is granted, in law, some
autonomy from central executive power, partly with the purpose of limiting direct
political interference in its day to day operations. It is also meant, in principle, to be
guite independent of the financing and personnel rules that govern the public sector
in general. Lastly, all central government tax operations are integrated into one

single-purpose agency.>®

Manasan identifies the key design features that define semi-autonomous revenue
agencies. They are all created by law, which also defines their legal character. They
follow any one of two governance models: the Chief Executive Officer (CEO) model
or the Board of Directors (BOD) model. The semi-autonomous revenue agencies
also receive budgets which are set as fixed or variable percentages of that actual
collection. They have a defined personnel system and accountability mechanisms

whereby there is a code of ethics for all employees.®

Fjeldstad and Moore are of the opinion that though ARAs were created to increase
government revenues, they have contributed little to that goal.®* Indeed, establishing
ARAs has the potential to create new problems as well as to solve old ones. Their
creation poses a threat to the synchronization of tax collection and tax policy.®

%1bid, pp. 6-8.
*Fjeldstad, O-H. and Moore, M. (2009) supra, p. 3.
%Manasan, R. G. (2003) supra, pp. 176 - 180
S1Fjeldstad, O-H. and Moore, M. (2009) supra, p. 14.
®2|pid, p. 13.
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Manasan seems to be of the same view when he says that they have been less
sustainable than expected. Even in many countries that have shown some degree
of success with the semi-autonomous revenue agency model, there is some
evidence that the gains in revenue performance tends to be eroded after some
time.®® He continues to argue that the main challenge to the autonomy of the RA has
been the government itself in as much as the very design of semi-autonomous RAs
gives rise to “dynamic of conflict and competition between the government and the
RA”.®* He notes that the more successful ones appear to have a higher degree of

autonomy.®®

Hadler observes that revenue agencies are not a universal solution for tax
administrations and they cannot be guaranteed insulation from political interference.
Further, the establishment of a new agency is not always necessary, and care needs

to be given to the establishment costs in relation to revenue gains.®

KRA identifies itself as a successful public sector organization. This is because since
its inception in 1995, it has often exceeded revenue targets. Revenue growth for the

period between 1995/96 and 2008/09 averaged over 11 per cent.®’

According to Eissa and Jack, tax collection responsibilities at the KRA are divided
into two main departments; the Domestic Taxes Department (DTD) and the Customs
and Excise Department (CED). The DTD covers personal and corporate income
taxes, withholding tax, VAT on domestically produced goods, domestic excises and
some other smaller taxes. CED is responsible for all excise tax collection (on both
domestically-produced goods and imports), all trade taxes and VAT collected on

imports.%®

®Manasan, R. G. (2003) supra, p. 183.

*Ibid, p. 184.

®|bid, p. 185.

®Hadler, S. C. (2000) supra, p. 11.

’KRA (2010) supra, p. Xv.

%8Eissa, N. O. and Jack, W. (2009) Tax Reform in Kenya: Policy and Administrative Issues, Initiative for Policy

Dialogue Working Paper Series, pp. 21-22.
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Eissa and Jack also note that KRA created a Large Taxpayer Office (LTO) to
specifically monitor and provide services to taxpayers that contribute the bulk of
revenues. The eligibility criterion to be subject to LTO control is an annual turnover of
Ksh.1 billion, and firms in certain lines of business like financial institutions,
regardless of turnover. Government agencies are also included. One problem that
arises is that revenue from these companies is no longer collected through the
relevant branch office or station, which meets some resistance from the said

stations.®®

According to KRA, the LTO targeted income taxpayers with an annual turnover
exceeding Ksh. 500 Million, all banks and insurance companies and loss making
companies with turnover in excess of Ksh. 250 Million. It also targets the top 200
VAT taxpayers over a two-year period and excise duty taxpayers paying amounts

exceeding Ksh. 1.2 Million.”

The position by Eissa and Jack on the targeted taxpayers contradicts that of KRA,

which is the official position.

As noted earlier, the revenue authorities of Kenya and South Africa were established
around the same time and for the same reason. They therefore give a fair

comparison.

Tax reform in post-apartheid South Africa can be examined in two broad phases.
These are the Katz Commission’s’ policy review and its implementation period from
1994 to 1999 and the post-2000 tax reform phase characterized by a rapid

improvement of administrative capacity in the South African Revenue Service and

®1bid, pp. 22-23.

"KRA (2010)supra, p. 33.

™ The Commission was appointed on 22" June 1994 as the Commission of Inquiry into certain Aspects of the
Tax Structure of South Africa. It became known as the Katz Commission, after its chairman Michael Katz.
It was to investigate virtually every aspect of the South African tax regime against the backdrop of the

political, social and economic goals of the new government.
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the implementation of two massive structural adjustments to the country’s income tax

system.

The first steps in the reform of the tax administration in South Africa took place on
18" October 1995 when the cabinet approved the restructuring of the Inland
Revenue and Customs and Excise Directorates in the Department of Finance into
the South African Revenue Service (SARS). SARS has introduced specific
measures to improve efficiency of tax collection thereby reducing the tax gap.” One
of the shortcomings of the Katz Commission reports is its relative lack of quantitative

underpinnings.’

The South African tax collections in the fiscal year 1999 exceeded 27 percent of

GDP. The government pledged to reduce it to 25 percent.”

SARS has been the most consistent success story among autonomous revenue
agencies in sub-Saharan Africa. Its staff provides consultancy and advisory services
to other countries in the region.’® However, the autonomy has not freed SARS from
political interference. For instance, the Chief Executive of SARS has, since soon
after its establishment in 1997, been a very senior member of the ruling African
National Congress (ANC).”” As will be seen in Chapter 3, the Chief Executive of KRA
is appointed by the Cabinet Secretary in charge of the Treasury. He is a public

servant and therefore not supposed to be a politician.

The literature provides compelling reasons for the need of ARAs in the
administration of taxes. Demerits are also identified. It does not necessarily follow

that the autonomy of the tax administration agency will lead to the achievement of

2 Manuel, T. A. (2002) “The South African Tax Reform Experience since 1994,” Address by the Minister of
Finance to the Annual Conference of The International Bar Association, October 24, p. 1.

"Ibid, p. 3.

™ Aaron, H. J. (2009) “The South African Tax System: A Nation in Microcosm”, Brookings Institute, (available
at http://www.brookings.edu/articles/1999/1206africa-aaron.aspx? accessed on 19" November 2009), p. 1.

"lbid, p. 2.

"®Fjeldstad, O-H. and Moore, M. (2009) supra, p. 11.

"lbid, p. 6.
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the desired objects as other factors are also relevant. The design and structure of

the ARAs is discussed, and what it means to efficiency.

The literature has not endeavoured to delve into the issue of whether the success, if
any, of the Kenya Revenue Authority (KRA) has been due to the autonomous
character or that revenues were bound to rise anyway due to the improvement in the
socio-economic and political aspects. It is also not clear from the literature how the
autonomy concept would be applied at the county level, and whether it is even

necessary.

1.5.2 Electronic Service Delivery

Electronic service delivery involves the use of information and communication
technologies in tax administration. It may refer to the use of computers or other

electronic means.

Hadler holds the view that revenue agencies in sub-Saharan Africa need urgently to
begin a process of reviewing their tax and customs laws and administration to
ascertain their adequacy in the face of electronic commerce and to remedy as
required. She defines electronic commerce as the delivery of information, products,

services or payments by telephone, computer or other automated media.”®

According to Hadler, the impact of electronic commerce is such that it has been
extremely effective in strengthening businesses and strengthening growth in new
areas. It translates into costs saved in Business-to-Business (B2B) e-commerce and
higher GDP growth. Electronic service delivery (ESD) also offers governments new
opportunities and ways of doing business. Sub-Saharan African governments and
their tax administrations cannot afford to further delay addressing electronic

commerce.”®

"®Hadler, S. C. (2000) supra, p. 12.
“Ibid, pp. 12-13.
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Silvani and Baer posit that computerization is an essential element for modernizing
tax administration. The tax administration must keep up with the pace of
computerization in major economic sectors, including banking, trade and
communications. Unfortunately, the pace of computerization in tax administration in
many countries has been slow. This is notwithstanding the advantages that would
obtain, including increased capacity to process return and payment forms, compile
statistics and improve revenue forecasting. They, however, continue to explain that
the development of the tax administration’s computer technology should be carried
out in tandem with appropriate changes in the tax administration’s key procedures,
including registration, collection, audit and enforcement. Without this, there is the
risk that computerization will not result in greater effectiveness in the tax
administration’s operations because inadequate procedures may have been

computerized. &

Further, Silvani and Baer observe that the organization of the tax administration and
the degree of centralization or decentralization of operations will determine the kind
of computer systems which will be required and the appropriate location of the
computer systems that compile and store detailed information on taxpayers’
accounts. A more efficient approach is to decentralize functions such that the entry
and storage of detailed data on taxpayers’ accounts is done at the local tax office,
which is nearest to the taxpayer, and only summary data for purposes of reporting
and management is transmitted to the regional and central tax offices. Excessive
centralization of systems usually results in rigidities, lack of user participation, delays
in detecting and correcting input errors, and a reduction in the usefulness of
computer systems. Extremely decentralized systems are also difficult to administer
because training of staff and maintenance of hardware and software become costly

and demand great efforts.?

According to Silvani and Baer, it is extremely important for the tax administration to

maintain a degree of autonomy in designing its own computer systems.®

8gjlvani, C. and Baer , K. (1997) supra, pp. 19-20.
Ibid.
#|pid, p. 21.
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Hadler observes that electronic service delivery can provide enormous gains in
effectiveness and efficiency for all branches of tax administration. It can help simplify
and streamline operations, create more cost-effective administrations, improve
compliance and timeliness and provide improved and convenient services. Its
potential is greatest in customs, where technological change is at the heart of
business process re-engineering. Globalization has contributed to increased activity
for tax administrations worldwide and ESD offers the means to deliver expanded and
improved services at constant or declining real cost. ESD can be an extremely
important means to supporting the basic strategic objectives of a tax administration,

namely simplification, efficiency, equity and accessibility.®

The objective of ESD in tax administrations is enabling taxpayers to choose from a
variety of secure, automated, self service channels to meet their tax and custom

obligations, with services packaged to meet the needs of different client groups.?

Hadler further notes that electronic commerce raises major new issues and
challenges to established tax systems and laws. The potential with electronic
commerce for avoidance and evasion is major and necessitates that countries
review their tax policies and administration to ensure that tax laws are applied
appropriately. There are challenges in determining where the commercial activity

occurs and hence the jurisdiction with the authority to levy tax.®

Hadler makes recommendations relating to the tax and regulatory environment.
These include, the creation by government of a favourable policy and legal
environment ensuring a tax neutral position with regard to electronic commerce
transactions and building trust in the electronic market place. She also observes that
the experience of various developed countries and international organisations, such

as the OECD as well as the EU, provides a useful base for the developing countries.

®Hadler, S. C. (2000) supra, pp. 13-15.
#|bid, p. 15.
®|hid, p. 16.
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It is recommended that they should establish an Advisory committee and prepare an

ESD strategy as a first step.®®

According to her ESD also introduces some inherent risks for clients, government
and officials. The risks for taxpayers include privacy, security, cost, equity and
burden of change. The risk for the government are risks to program delivery and
continuity, increased costs from infrastructure overhead training and updating for
technological change, and fraud and misuse. The risks for the officials include a
changing work environment, changes in volumes of work and changes in skill needs.

However, there are also potential risks in failing to innovate.?’

ESD offers considerable potential to tax authorities to reduce costs, improve
efficiency, accessibility, transparency and client orientation, while simultaneously

being an effective training and public relations tool.®

KRA confirms that automation of tax systems in Kenya is almost always copied from
other jurisdictions.? As will be seen later, this has its consequences especially

where the system is not well adapted to local circumstances.

Whereas the literature is firm on the need to incorporate electronic means at the
centre of tax administration, it does not take into consideration the important aspect
of human behaviour. Machines are operated by human beings. Their efficiency and
effectiveness largely depend on the personnel used. Instances of sabotage and
resistance to change cannot therefore be ignored in the automation of a tax system.

1.5.3 Tax Administration Reform

As a result of the reform that has taken place over several decades, Kenya has the

trappings of a modern tax system. For instance, it has a credit-invoice VAT, a PAYE

®Hadler S. C. (2000) supra, pp. 16-17.
bid.

®|bid, p. 19.

¥ KRA (2010) supra, generally.
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individual income tax with graduated but arguably moderate rates and a set of excise
taxes focused on certain products such as alcohol, cigarettes and gasoline.
However, with up to 70 per cent of GDP produced in the informal sector, which also
employs close to 75 per cent of the labour, the ability of the tax system to raise
sufficient revenue with minimal distortions is severely circumscribed. Continued
reform of both the policy instruments and the administrative and enforcement
capacity of the tax system is therefore imperative. This therefore clearly means that
modernity in the system does not necessarily translate into efficiency and optim