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 Background 
 
The East African regional investment climate has 
changed in the last few years with multinational 
enterprises (MNEs) focusing on Kenya as the  
economic hub of Kenya and point of entry into the 
East and Central African markets. 

In this pursuit, many MNEs have 
established a local presence in Kenya with 
options to finance their ventures through debt or 
equity. 

From a Kenyan Tax perspective, all 
financing options come with different tax 
implications. as outlined in Kenya’s tax 
legislation. In this alert we analyze these tax 
implications and how they impact how your 
organization is financed? 
 

CONTACT FOR FURTHER INFORMATION 

 

George Mania 
T +254 7759 740 50 
george.maina@roedl.com 

 

 
 
 

 What is Thin Capitalization? 
Thin capitalization refers to a scenario where a 
company is capitalized by more debt in 
comparison to shareholder equity (share capital 
and revenue reserves) paid up or retained by 
shareholders.  

Companies are usually financed 
through various options such as share capital 
paid up by shareholders or through debt 
instruments such as loans, debentures, overdrafts 
or ordinary trade debts among others.  

Where a company’s financing is made 
up of substantially more debt than equity then it 
is said to be thinly capitalized, leveraged or highly 
geared. 

In Kenya, the interest payable on loans 
is a deductible expense allowance that reduces 
the taxable profit and thus the income tax liability 
of a company. By relying on debt, a company is 
entitled to increased allowable deductions as 
interest payments.  

 

However Kenyan tax legislation has placed a cap 
on the maximum amount of interest expense that 
a company can claim as interest expense and this 
is based on a company’s debt to equity ratio.  

The thin capitalization rules apply to 
resident companies, excluding banks and other 
financial institutions, controlled by four or less 
non-resident persons. It should be noted that 
even loans provided by non-resident associates of 
the controlling non-resident company will be 
considered when determining thin capitalization.  

Kenya’s thin capitalization rules seek 
to restrict local controlled entities from 
repatriating profits to non-resident associated 
companies in other jurisdiction with favorable tax 
rates in form of interest payments on loans 
provided. 
 
 
  
 

mailto:george.maina@roedl.com
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 What is Thin Capitalization? 

Thin Capitalization in Kenya 
 
In Kenya, thin capitalization rules were 
introduced in the Income Tax Act through the 
Finance Act no. 10 of 1988. These rules reflect the 
guideline of OECD frameworks that advocate for 
countries to protect their national tax base by 
countering profit shifts of MNEs through the 
excessive use of debt to repatriate profits through 
interest repayments. 

Kenya tax legislation defines thin 
capitalization as a resident company (excluding 
banks and other financial institutions), controlled 
by a non-resident person (alone or together with 
four or fewer persons), whose highest amount of 
loans during a year of income exceeds three times 
its sum of revenue reserve (including losses) and 
issued and paid up capital. 

Thin capitalization provisions also 
apply to loans advanced to companies by non-
resident associates of the non-resident company 
controlling the resident company. 

Loans in this case is further defined as loans, 
overdrafts, ordinary trade debts, overdrawn 
current accounts or other forms of indebtedness 
which attract financial charges. 

Interest payments are disallowable in 
instances where a company’s debt to equity ratio 
is 3:1 or more. As per our Income Tax Act the 
company would then said to be “thinly 
capitalized”. 

This increases the tax liability of local 
controlled companies that enjoy substantial 
credit facilitation from their non-resident 
controlling companies. 

In addition, the Income Tax Act also 
restricts taxpayers from claiming expenses on 
foreign exchange losses on loans acquired 
outside Kenya if a company is thinly capitalized. 

These rules encourage resident 
companies with foreign association to finance 
their entities through equity.  
 

 What is Thin Capitalization? 

Kenya: 2018 Thin Capitalization Updates 
 
INCOME TAX BILL, 2018 

The draft Income Tax Bill published in May 2018 
contains proposed changes to the current thin 
capitalization rules. 

The Income Tax Bill proposes to 
reduce the thin capitalization ratio from 3:1 to 2:1. 
This reduction will tighten the restriction of 
interest expenses claimable especially on 
companies reliant on debt arrangements with 
associated nonresident companies. 

The proposed provisions will likely 
increase the tax payable by many MNEs based on 
dependency on debt instruments. 
 
The draft Income Tax Bill also proposes to 
broaden the meaning of control to include 
circumstances where: 
 
– one person holds, directly or indirectly, shares 

carrying not less than 20 % of the voting power 
in the other person; or 
 

– any person holds, directly or indirectly, shares 
carrying not less than 20 % of the voting power 
in each of such persons; or  

 

– a loan advanced by one person to the other 
person constitutes not less than 70 % of the 
book value of the total assets of the other 
person excluding loans from financial 
institutions where the person and the financial 
institution are not associated; or  

 
– a guarantee for any form of indebtedness by 

one person to the other person constituting not 
less than 70 % of the total indebtedness of the 
other person excluding guarantee from 
financial institutions where the person and the 
financial institution are not associated; or  
 

– more than half of the board of directors or 
members of the governing board, or one or 
more executive directors or executive members 
of the governing board of one person, are 
appointed by the other person; or  
 

– more than half of the directors or members of 
the governing board, or one or more of the 
executive directors or members of the 
governing board, of each of the two persons are 
appointed by the same person or persons; or  

 
–  the manufacture or processing of goods or 

articles or business carried out by one person is 
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wholly dependent on the use of know-how, 
patents, copyrights, trade-marks, licences, 
franchises or any other business or commercial 
rights of similar nature, of which the other 
person is the owner or in respect of which the 
other person has exclusive rights; or  

 
– 90 % or more of the purchases by one person 

are supplied by the other person, or by persons 
specified by the other person, and the prices 
and other conditions relating to the supply are 
influenced by such other person; or  

– 90 % or more of the sales by a person to the 
other person or to persons specified by the 
other person, and the prices and other 
conditions relating thereto are influenced by 
such other person. 

 
The redefinition of ‘control’ aims to widen the 
application of thin capitalization rules by 
including non-conventional relationships 
between independent entities.  

 
 
 
 What is Thin Capitalization? 

Thin Capitalization – Global and Africa 
Developments 
 
Countries across the global are tightening thin 
capitalization rules to protect their tax base in the 
wake of increased MNEs activities. 

This will mainly result to more 
restriction on the interest claimable by MNEs in 
their income tax assessment. Australia, for 
example, announced, in its 2018-19 government 
budget, proposed tax laws to close loopholes in 
its thin capitalization rules. 

Some of these proposals require 
companies to recognize the value of their assets 
as the value captured in their financial 
statements while prohibiting the practice of 
revaluing assets for purposes of thin 
capitalization. 

Other counties in the European Union such as a 
Hungry have implemented thin capitalization 
rules of debt to equity ratio of 3:1 as from 2019. As 
such, companies will be restricted to claim 
interest expenses in their tax computation in 
proportion to the excess of the acceptable debt to 
equity ratio. 

In Africa, countries such as South 
Africa have issued thin capitalization rules and 
guidelines to govern MNEs. The South African tax 
legislation ties thin capitalization rules to transfer 
pricing rules by requiring all financial assistance 
be transacted at ‘arms-length’.  
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Our Tax Advisory Services 
 
At Rödl & Partner, we have an experienced tax advisory team with the skills, experience and tools to 
assist companies formulate and establish sound financial solutions for tax planning while adhering to 
tax legislation regarding thin capitalization rules. 
 Our tax advisory services involves in depth review of financial structures adopted by 
organizations and formulating specific customized advisories on setting-up and reconstructing 
financial frameworks to reflect best financial practice centred on tax planning and compliance with tax 
laws.  

Our in depth understanding of local and foreign tax legislation coupled with our vast 
experience in different sectors of the economy tailors our services to needs of MNEs intending to 
cement their presence in the Eastern and Central African market and beyond. 

 
 
 
 

This is a general guideline tax alert and should not be a 
substitute for proper tax advice. For queries and clarification, 
kindly get in touch with Rödl & Partner 
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This Newsletter offers non-binding information and is 
intended for general information purposes only. It is not 
intended as legal, tax or business administration advice and 
cannot be relied upon as individual advice. When compiling 
this Newsletter and the information included herein, Rödl & 
Partner used every endeavor to observe due diligence as best 
as possible, nevertheless Rödl & Partner cannot be held liable 
for the correctness, up-to-date content or completeness of the 
presented information. 
 
The information included herein does not relate to any specific 
case of an individual or a legal entity, therefore, it is advised 
that professional advice on individual cases is always sought. 
Rödl & Partner assumes no responsibility for decisions made 
by the reader based on this Newsletter. Should you have 
further questions please contact Rödl & Partner contact 
persons. 

 

 


