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Tribunal finds principal loan amounts

constitute capital and are not
deductible as bad debts

Summary

This alert brings to your attention a Tax Appeals
Tribunal (the Tribunal) decision delivered on 23
February 2026 in the case of Premier Credit
Limited v Commissioner of Domestic Taxes
(KRA) (Tax Appeal E1149 of 2024).

The primary issue before the Tribunal was whether
Premier Credit Limited, the Appellant, as a
microfinance institution, was entitled to claim a tax
deduction for the principal amounts of loans that
had become irrecoverable and were subsequently
written off as bad debts.

In determining this issue, the Tribunal placed
considerable reliance on paragraph 4 of Legal
Notice No. 37 of 2011, the Guidelines on
Allowability of Bad Debts, and held that the
principal element of a loan, being the original sum
advanced to a borrower, is capital in nature and
therefore not deductible in computing taxable
income. The Tribunal further held that only the
interest, fees, and penalties components of a loan
are revenue in nature and may, subject to
satisfying the conditions prescribed under the
Guidelines, qualify for deduction as bad debts.

We analyse this decision and its implications
below.

Background

The Appellant is a limited liability company
incorporated in Kenya and licensed as a
credit-only microfinance institution, providing
financial solutions to corporate entities,
government bodies, and individual
entrepreneurs.

The dispute before the Tribunal arose from a
review of the Appellant’s tax affairs for the 2018
year of income. Following the review, the Kenya
Revenue Authority (the Respondent) issued
additional assessments for Corporate Income Tax
(CIT) amounting to KES 138,438,725, inclusive of
penalties and interest.

The Appellant objected to the assessments and,
upon receipt of the Respondent’s objection
decision, lodged an appeal before the Tribunal.
During the proceedings, the parties engaged in
the Alternative Dispute Resolution (ADR)
process.

The ADR process resulted in a partial settlement,
under which the principal CIT liability was
reduced from KES 69,584,194 to KES
35,641,262.10. The balance of the disputed
principal tax, amounting to KES 30,132,515.10
relating to bad debts, specifically Premier Loans
and Premier Private Lending, remained
unresolved and was consequently referred to the
Tribunal for determination.
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The Appellant’s Arguments

The Appellant contended that the sum of KES
53,500,850 relating to Premier Loans written off
qualifies as an allowable deduction under section
15 of the Income Tax Act and the Guidelines on
Allowability of Bad Debts set out in Legal Notice
No. 37 of 2011.

It maintained that, in recognition of the inherent
risks in lending, it implements a structured loan
management and recovery process in accordance
with its Lending Policies and Procedures Manual
and the applicable legal framework.

The Appellant further explained that loan
provisions are computed through an electronic
system (Mambu) and recorded in its financial
statements at month-end, with any increases
treated as non-deductible expenses and
corresponding liabilities.

Where borrowers resume repayment, provisions
are reduced and reversed accordingly. Loans are
written off once classified as “Loss,” particularly
where they have been in arrears for over 180 days
with no repayments in the preceding 90 days,
including cases where borrowers are untraceable.
Any subsequent recoveries on written-off loans are
recognized as income and subjected to tax.

Additionally, the Appellant submitted that debt
recovery efforts often involve engaging
professionals, whose costs may exceed the value
of the loans, rendering recovery proceedings
economically impractical.

It also argued that paragraph 4 of Legal Notice No.
37 of 2011 is inconsistent with section 15(2)(a) of
the Income Tax Act, emphasizing that subsidiary
legislation cannot override primary legislation. On
this basis, the Appellant asserted that the bad
debts relating to Premier Loans meet the statutory
criteria and should be allowed as deductions.

KRA’s Arguments

On its part, KRA maintained that its assessment
was lawful and justified. It argued that section 15
of the Income Tax Act must be read together with
section 16 and Legal Notice No. 37 of 2011 in
determining allowable deductions.

It emphasized that, under paragraph 4 of the
Legal Notice, expenditures of a capital nature
cannot qualify as allowable bad debts. In this
regard, the Respondent argued that the principal
amounts lent by the Appellant constitute capital
assets, while only interest, fees, and penalties
qualify as revenue and may be considered for
deduction subject to the statutory conditions.

The Respondent further asserted that the
Appellant failed to demonstrate that the interest
and penalties components of the loans in
question had been recognized and reported as
income, or that the loans met the criteria for
classification as bad debts under the applicable
guidelines.

It also noted that the Appellant does not treat
recovered principal amounts as income,
reinforcing the position that such amounts are
capital in nature and therefore not deductible
when written off.

Additionally, the Respondent maintained that
capital items do not form part of taxable income
and cannot be written off as deductions, a
position consistent with International Financial
Reporting Standard (IFRS) 9, which treats loans
as capital assets.

Finally, it argued that the question of whether
paragraph 4 of the Legal Notice conflicts with
section 15(2)(a) of the Act falls outside the
Tribunal’s jurisdiction. On this basis, the
Respondent urged the Tribunal to dismiss the
appeal and uphold its objection decision.




The Tribunal’s Findings

The Tribunal identified the following issues for
determination:

e Whether paragraph 4 of Legal Notice 37 of
2011 is ultra vires and contrary to section 15(2)
(a) of the ITA.

e \Whether the Respondent erred in finding that
the principal loan amount of bad debt is capital
in nature.

e \Whether the Respondent erred in disallowing
bad debts.

On the first issue, the Tribunal held that it lacked
jurisdiction to determine the validity of paragraph 4
of the Legal Notice in relation to the ITA.

With respect to the second issue, the Tribunal
found that, based on the Appellant's 2018 financial
statements, the principal amount of loans was
correctly treated as a financial asset, while interest
was recognized as income. It held that the
principal component is capital in nature, as lending
transactions involve the exchange of cash for a
loan asset, and this treatment aligns with both
financial reporting standards and section 15 of the
ITA.

The Tribunal further determined that paragraph 4 of
the Legal Notice does not apply to irrecoverable
interest, and that only the interest component may
be assessed for deductibility under the applicable
guidelines. However, the Appellant failed to
distinguish between the principal and interest
components in its bad debt claim. Consequently,
the Tribunal upheld the Respondent’s position that
bad debts arising from the principal portion of
loans are not allowable for tax purposes.

It also distinguished the matter from prior
decisions, noting that the Appellant’s business
model as a lending institution reinforces the
classification of loan principal as a capital asset
used to generate taxable interest income.

In conclusion, and while addressing the third
issue, the Tribunal upheld the Respondent’s
objection decision and confirmed the principal tax
liability of KES 30,132,515.10.
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It also distinguished the matter from
prior decisions, noting that the
Appellant’s business model as a lending
institution reinforces the classification of
loan principal as a capital asset used to
generate taxable interest income.
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Our Opinion

The immediate impact of this decision on
financial institutions, including banks,
microfinance institutions, digital lenders, and
other credit-only lenders, is significant.

Where a lender is unable to recover a loan and is
compelled to write it off, the Tribunal decision
implies that the lender would be precluded from
claiming the principal element of that loan as a
deductible business expense.

The practical consequence is that the lender
becomes liable to corporate income tax on the
very amount it has lost. A result that is both
commercially punitive and, in our view, legally
problematic.

The decision sets a harmful precedent for the
following reasons:

¢ Internal Inconsistency within the Tribunal's
own jurisprudence

The Tribunal's decision in the present case,
Premier Credit Limited case, is in direct conflict
with its earlier decision in Fourth Generation
Capital Limited v Commissioner of Domestic
Taxes, where the Tribunal held that principal
amounts advanced by a lending institution
constitute stock-in-trade and are therefore
revenue, rather than capital, in nature, and
accordingly allowable as a deduction. Fourth



Generation Capital Limited is a digital credit
provider whose core business is the advancement
of short-term loans to individuals operating small
businesses, a commercial profile not materially
dissimilar to the Appellant in the present case.

Given that Fourth Generation Capital Limited
case was decided as recently as November 2025,
it was reasonable to expect the Tribunal in Premier
Credit Limited to either follow that decision or
expressly distinguish it and articulate principled
grounds for departing from it. The Tribunal did
neither, leaving two conflicting decisions on a
similar matter.

¢ Deviation from established money-lending
principles and comparative practice

The Tribunal's position departs from the
well-established commmercial and legal principle
that money-lending businesses treat loan advances
as trading assets that is, stock-in-trade and floating
or circulating capital, rather than, as fixed capital
deployed into capital assets. This distinction is
fundamental: a lender is not an investor
committing capital to a long-term asset; it is a
trader whose inventory is money itself.

This principle is recognised in comparable
jurisdictions. In South Africa, for instance, the
deductibility of a loss arising from an irrecoverable
loan turns on whether the loss is capital or revenue
in nature, determined by reference to the
circumstances in which it arose. The leading
authority, Solaglass Finance Co (Pty) Ltd v
Commissioner for Inland Revenue 1991 (2) SA
257 (A), established that where a taxpayer is
carrying on the business of banking or
money-lending, a loss arising from an irrecoverable
loan is deductible. On the basis that the funds
advanced constitute floating or circulating capital. A
loss on such funds is therefore revenue in nature,
not capital.

The Tribunal's reasoning in Premier Credit case is
inconsistent with this approach and fails to engage
with the commercial reality of lending as a trade.
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e Disregard for the principle that accounting
classification does not determine tax
character

The decision further disregards the established
principle that the accounting treatment of a
transaction does not govern its tax character. Tax
law is concerned with the legal and commercial
substance of a transaction, not merely its
presentation in financial statements. The Tribunal's
analysis fails to engage adequately with this
distinction, resulting in a determination that
prioritises form over substance.

Broader implications and way forward

From a wider economic perspective, if the
Premier Credit decision is left unchallenged, it
risks driving up the cost of credit, as lenders
move to price in the heightened risk and
additional tax burden associated with
irrecoverable loans. For lenders, the decision
effectively guarantees increased tax liabilities at
the precise moment a loan turns bad,
compounding financial loss with fiscal penalty.

Given the legal, commercial, and economic
significance of this issue, appellate clarification
from the High Court is both necessary and
desirable. On the other hand, the matter could
be addressed legislatively through the Finance
Bill 2026, which would afford greater certainty
and ensure a uniform, principled framework for
the tax treatment of bad debts across the
lending sector.

KPMG is happy to assist on any issues arising
from this decision.

If you have any questions, do not hesitate to
reach out to us on taxandregulatory@kpmg.co.ke
or contact cakora@kpmg.co.ke
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