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INSTRUCTIONS:  Answer question one and any other two questions.

QUESTION ONE (30 MARKS)
a) Explain the main reasons why government levies taxes  			(5 marks)
b) Distinguish between horizontal equity and vertical equity in taxation  	(5 marks)
c) Explain how justice in taxation can be achieved in Kenya  			(5 marks)
d) Differentiate between a budget deficit and a deficit budget  			(5 marks)
e) The following is the revenue and expenditure of the government for 2 years:  2011 and 2012
REVENUE
	Details 
	2011 (M.shs)
	2012 (M.shs)

	Income tax 
	454.48
	710

	T.O.T
	301.25
	435

	Customs duty 
	509.07
	182

	Excise duty 
	230.8
	468

	Entertainment tax 
	123.06
	663

	Totals 
	1618.66
	2458




EXPENDITURE
	Details 
	2011 (M.shs)
	2012 (M.shs)

	Public Administration 
	308.84
	540.57

	Defense 
	244.32
	300.20

	Education 
	456.63
	702.57

	Health 
	117.93
	187.08

	Social welfare 
	94.31
	122.32

	Economist service 
	426.55
	819.45

	Miscellaneous expenses 
	580,97
	1324.60

	Totals 
	2227.55
	3996.09



Required:
(i) Using the figures above, calculate budget surplus/deficit and express it as a percentage of total revenue.  Comment on the answer obtained  	(5 marks)
(ii) Discuss the main methods used by the government in financing budget deficit and explain the effects of each method.  					(5 marks)
QUESTION TWO (20 MARKS)
The Mafuko Food Processing Industries Ltd commenced business on 1 January 2013 and the following are the fixed assets of the company which it acquired prior to the commencement of the business. 
	
	Shs. 

	Conveyer and sorter (installed in the building) 
	3,120,000

	Packaging machine 
	2,625,000

	Milling machine 
	2,580,000

	Crashing machine 
	2,760,000

	Fork lifts 
	1,290,000

	Farm tractors 
	5,850,000

	Lorry 
	1,800,000

	Saloon car 
	585,000

	Delivery van 
	1,350,000

	Furniture, fittings and partitions 
	408,000

	Land at cost 
	15,000,000



The building in use was constructed at a cost of Sh.10,200, 000 but its value after construction was estimated at Sh. 12, 600, 000 by a professional valuer.  In year 2014, the company bought the following assets:
	
	Shs. 

	Tractor 
	2,655,000

	Lorry 
	3,900,000

	Toyota-Land-Cruiser 
	2,025,000

	Furniture
	210,000

	Partitions 
	408,000

	Land 
	4,680,000

	3 computers 
	450,000



The following assets were disposed off in Year 2014:
	Forklift 
	360,000

	Saloon car 
	690,000



Required:	
a) Compute the capital allowances for the company for the years 2013 and 2014.  												(18 marks)
b) Comment on any information not used in (a) above.  			(2 marks)
QUESTION THREE (20 MARKS)
Mr. Lewis Kathuni is a director of Lewin Ltd, a manufacturing company in which he owns 20% of the issued and fully paid up capital.  He earns a fixed salary of Sh.1,500,000 per month.  For the year commencing 1 January 2014, the board of directors evaluated him and considered various additional means of remunerating him given his excellent performance.  The chairman of the board has written to you to seek your opinion on the proposals before any of them can be adopted. 
1. Giving him a housing loan of Sh. 1,000,000 at an interest rate of 5% per annum repayable over a ten year period.  Interest for the year will be computed on the loan balance due on 31 December each year.  Mr. Lewis would be required to occupy his own house from the date of receiving the loan from the company.  He is currently housed by the company. 
2. Issuing him 1,000 redeemable preference shares of sh.10 par value for free in recognition of his dedicated and loyal service to the company.  The market price of these shares is currently estimated at Sh. 50 each. 
3. Providing him with a fully maintained company car of 2000 cc which was bought in the year 2000 for Sh.600,000 instead of the current mileage allowance of Sh.6,000 per month.
4. Increasing the company’s contribution to the unregistered Executive provident Fund from 5% to 10% of his basic salary per annum.
5. Paying his medical bills and those of his family directly to the doctor instead of the current system where he has to pay the doctor and then claim a reimbursement from the company.  He is also entitled to claim a maximum of Sh.30,000 per annum.  His normal medical bills are approximately Sh. 40,000 per annum.  The company has a medical scheme for directors and executive staff. 
Required:
a) Discuss the above proposals with regard to their income tax implications.  (18 marks)
b) Advise the board on the best alternative to ensure Mr. Lewis Duncan stays motivated top work.  										(2 marks) 
QUESTION FOUR (20 MARKS)
a) Mwanzo, Bidii and Faulu have been partners in a firm dealing with the importation and sale of second hand clothes.  They shared profits and losses in the ratio of 3:2:1 respectively upto 30 September 2014, when the firm was dissolved.  During the nine months to 30 September 2014, the firm presented the following income statement:
Mwanzo, Bidii and Faulu Partnership
Income Statement for the nine months ended 30 September 2014
	
	Sh.
	Sh.

	
	‘000’
	‘000’

	Gross profit 
	
	18,000

	Deduct:
	
	

	           Rent and rates 
	1,600
	

	           Salaries:   Staff
	780
	

	                            Mwanzo
	1,500
	

		Bidii 
	1,200
	

		Faulu
	900
	

	Depreciation 
	400
	

	Balancing deduction 
	100
	

	Advertising (neon sign).
	250
	

	Interest on capital:
	
	

		Mwanzo
	600
	

	                            Bidii
	400
	

	                            Faulu
	200
	

	Commission paid to Faulu 
	80
	

	Water and electricity 
	300
	

	Insurance 
	

	


	Net profit 
	
	




On 1 October 2014, Bidii was employed as a sales manager by Mavazi Limited.  The terms of his employment provided for the following:
1. An annual salary of Sh.960,000 (PAYE Sh.144,000 per annum).
2. His monthly allowances were specified as follows
	
	Sh.

	Entertainment
	18,000

	Travelling (on business) 
	24,000

	House 
	30,000


3. A medical scheme exists for senior managers only.  It is operated on a reimbursement basis.  In the three months ended 31 December 2014, Bidii claimed Sh. 120,000 for medical expenses paid. 
4. He was entitled to a Christmas bonus of 5% of his annual salary, paid pro rata to months of service. 
5. He contributed 10% of his monthly basic salary to a registered provident fund. 
Required:
(i) Compute the taxable profit or loss of the partnership for the period ended 30 September 2014.  								(10 marks)
(ii) Allocate this profit or loss among the partners. 				 (5 marks)
(iii) Determine the tax payable if any.  					(5 marks)
QUESTION FIVE (20 MARKS) 
a) Traders in Kenya opposed a move by Kenya Revenue Authority requiring them to keep stock records on a daily basis arguing that it would result in increased cost of compliance.  However, upon review of the VAT Act, one realizes that record keeping in general has all along been part of the VAT regulations.
List down ten examples of records that must be kept for purposes of accounting for VAT.  
(10 marks)
b) Under the VAT regulations, taxable value of supplies is the price at which the goods are provided. 
Required:
Calculate the value for VAT and the amount of VAT under each of the following circumstances:
(i) Kucheza limited imported computers valued at Sh. 1,500,000.  A duty of 20% was charged by the customs department.  					(2 marks)
(ii) ART (K) Ltd. sold a fridge by hire purchase.  The cash price was Sh. 96,000 while the hire purchase price was Sh. 165,000 with a 20% down payment plus 20 monthly installments of Sh. 6,600.  						(2 marks)
(iii) The price of a motor car was Sh.2, 500,000.  A cash discount of 20% was allowed to Peter when he bought the vehicle.  					(2 marks)
(iv) Ernest and Kamau, a professional accounting firm provided free accountancy and auditing services to the bomb blast project.  This project, a charitable undertaking, was initiated to help victims of the 1998 bomb blast.  The value of the services provided is estimated at Sh.2, 400,000.  					(2 marks) 
(v) ABC Ltd. purchased goods worth Sh. 1,200,000 from Colour Packaging Ltd.  This excluded cost of packaging and transportation charged by Colour Packaging Ltd. amounting to Sh. 96,000  							(2 marks)
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