REPUBLIC OF KENYA
IN THE TAX APPEALS TRIBUNAL
TAX APPEAL NUMBER 10 OF 2015

TILE AND CARPET CENTRE LIMITED

APPELLANT

=VERSUS=
THE COMMISSIONER

OF DOMESTIC TAXES

RESPONDENT

JUDGMENT
BACKGROUND:-

1. The Respondent carried out a compliance check on the Appellant's business for
the period running from January 2010 to November 2011 and made observations
that in July 2010 and October 2010 the Appellant deposited with its Advocates
sums of Kshs. 15,937,0001= and Kshs. 149,351,250/=, respectively, towards the
purchase of land. The purchase of the land was purportedly being done on behalf
of a related company namely Tile and Carpet Development Limited.
2. The Respondent examined the Appellant's records and noted that the Appellant
maintained credit facilities with a commercial bank with the total bank borrowings
and overdraft for the years 2011 and 2012 being in an aggregate sum of Kshs.
770,580,969/= and with accrued interest expense of Kshs. 84, 833,487/=. The
Respondent contends that the amounts deposited with the Advocates were to be
use~ to purchase land on behalf of a related company and that the same was
sourced from credit facilities acquired by the Appellant. The Respondent therefore
restricted and disallowed interest expense relating to the borrowings to the extent
-:»
'of the amount deposited with the Advocates.
3. Thefindings of the audit and the assessment of the additional taxes payable as a
consequence of disallowing the interest expense was formally communicated to
the Appellant vide the Respondent's letter dated the 13th day of November, 2013
4. The Appellant objected to the aforesaid additional assessment of taxes under
Assessment Number 0305201100056/4 for Kshs. 2,942,539/= vide a letter dated
the 1ih day of December, 2013 addressed to the Respondent by Mis PKF
Accountants and Business Advisors.

5. The Respondent vide a letter dated the ih day of December, 2013 confirmed the
additional tax assessment thereby prompting the Appellant to file the present
Appeal on the 19th day of December, 2014 before the now defunct Income Tax
Local Committee for Nairobi.
THE APPEAL:-

6. The Appeal by the Appellant against the Respondent's notice of confirmation of
the additional tax assessment was premised on the grounds set forth in the
Memorandum of Appeal dated the 13th day of December, 2013 as under:1. The Commissioner confirmed the notice without due regard to the
provisions of the Income Tax Act, the facts and circumstances of
the case.
2. The money ~eposited with the Advocates was not sourced from
borrowed funds but financed from the Appellant's retained earnings
3. The credit facilities were taken by the Appellant for purposes of
fmancing the business and that the loan agreements do not allow for
the same to be used for long term investments.
4. The money was held in the Advocate's bank accounts for a short
period of time.
5. The purchase of land was being made on behalf of a sister company
Tile and Carpet Development Limited, the purchase did not
materialize and the money was refunded by Harit Sheth Advocates
on 18/0212011 (Kshs. 65,288,7501=) and on 30th March, 2011
(Kshs. 100,000,0001=)
7. The Appellant in the Memorandum of Appeal prays for the Orders being:1. THAT the Respondent be refrained from charging the corporation
tax on the disallowed interest ofKshs 9,808,462.00.
2. THA T the Respondent be refrained charging penalties and interest
on the tax assessed of Kshs 2,942,539.00.
3. THAT the Respondent to amend the assessment to nil.

t:

THE RESPONSE BY THE RESPONDENT:-

8. The Respondent subsequent to being served with the Memorandum of Appeal filed
before the Income Tax Local Committee for Nairobi the Respondent's Statement
of Facts on the 11th day of April, 2014.
9. The Respondent's Statement of Facts dated the io" day of April, 2014 signed by
J.O. Achieng on behalf of the Respondent sets the specific responses under subheadlines of the Point at issue, Relevant Statutes, Facts of the case and taxpayer's
contention and with recommendation being that the Local Committee to find that
the interest attributable to the funds lent to the related company to buy land should
be disallowed and brought to charge as the same was not wholly and exclusively
incurred by the Appellant in the production of its income as stipulated in the
Income Tax Act under Section 16(1)(a) thereof and that the Appeal should
therefore be dismissed.
10.It is important to note at this point that the Respondent' Statement of Facts having
. be struck out by the Tribunal the Respondent was not in the circumstances
permitted during the hearing of the appeal to call any witnesses or adduce any
evidence in opposition of the Appeal. The Respondent was however entitled to
cross-examine witnesses called by the Appellant and to make legal submission in
the appeal.
THE HEARING:-

11.The matter came up for hearing on the 19th day of January, 2016 when the parties
requested to be given more time with a view of settling the matter by way of
negotiations. The. Tribunal informed the parties regarding the strict time lines as
per the Parent Statute in terms of determination of appeals filed before the
-Tribunal and the matter was adjourned to 16thFebruary, 2016 for a hearing.
12.0n the 16thday of February, 2016 the parties informed the Tribunal that they had
not reached any compromise and were to proceed with the hearing of the appeal.
The Appellant on this day raised an objection to the Respondent's Statement of
Facts as having been filed out of the 30 days period subsequent to the date of being
served with the Memorandum of Appeal as required by Section 7A of the Income
Tax Act as amended by the Legal Notice No. 53 published in the Kenya Gazette
Notice on the 14th day of June, 2012. The hearing was adjourned to 8th March,
2016 for the determination of the objection raised by the Appellant.
13.The Tribunal on the s" day of March, 2016 upheld the objection by the Appellant
and accordingly proceeded to strike out the Respondent's Statement of Facts that

was admittedly filed out of time and with no leave having been sought from the
Tribunal to admit it out of time.
14.The appeal proceeded to hearing on the 8th March, 2016 and is" April, 2016 when
Mr. Salim Alibhai, a partner with PKF Accountants and Business Advisers
testified on behalf of the Appellant and was severally cross-examined by the
Advocates appearing for the Respondent. Mr. Salim Alibhai had been involved in
the preparation of the Appellant's audit accounts for the year 2011 and having
been the Audit Manager he indicated as being conversant with the transactions in
Issue.

ANALYSIS:15. The Appellant is a private limited liability company that was incorporated under
the name of Nandlal & Co limited in 1946 and subsequently changed its name to
Tile and Carpet Limited. The Appellant is in the business of, inter-alia, selling
furnishings, sanitary ware, and furniture and ceramic products.
16.The Appellant deposited with its Advocates Messrs. Harit Sheth Advocates a sum
of Kshs 15,937,5001= on 29th July, 2010 by way of RTGS (real time gross
settlement) and on 19th October, 2010 deposited a further sum of Kshs
149,351,2501=. The Appellant submitted documents to the Tribunal on 21 st March,
2016 which highlighted on the correspondences exchanged between the Appellant
and its Advocates with regard to the monies that were deposited with the
Advocates.
17.The Appellant states that the monies were transferred with the intention of
purchasing land L.R Number 11895/42 which is situated in Nairobi, Kenya. The-..J
Appellant provided a Memorandum of Understanding between Brookman
Properties and Tile and Carpet Development Limited that shows initial agreements
for sale of Property L.R Number 11895/42 at a total consideration of Kshs. 287
Million. The said Memorandum of Understanding is however not dated nor is it
signed by any of the parties.
18.The Respondent contends that Appellant transferred the monies to its Advocates
bank account with the sole purpose of purchasing land on behalf of a related
company namely Tile and Carpet Development Limited. The intended purchase
however did not materialize and that the monies were transferred back to the
Appellant's bank accounts in two tranches. The first tranche ofKshs. 65,288,2501=
was transferred back in February 2011 and the second tranche of Kshs.
100,000,0001= in March 2011.

J

19. The Respondent submits that the Appellant secured a number of credit facilities
from commercial banks and was incurring a huge interest expense on the same.
20. The Respondent contends that part of the monies that the Appellant deposited with
its Advocates was sourced from the credit facilities. The Respondent argues that
the Appellant could not access the monies deposited with its Advocates and this
contributed to the Appellant maintaining credit facilities with commercial banks.
On the basis of the foregoing the Respondent contends that the interest expense on
the borrowed funds to the extent of the amounts deposited with the Appellant's
Advocates should be disallowed as the same was not used in the sole purpose of
the Appellant's production. The relevant statute with regards to the aforesaid
contention is the Income Tax Act under Section 16(1)(a) thereof which states:-

"Save as otherwise expressly provided, for purposes of ascertaining
the total income of a person for a year of income, no deduction
shall be allowed in respect of (a) Expenditure or loss which is not wholly and exclusively incurred
by him in the production of the income;
21. The Appellant submits that the intended purchase of the parcel of land did not
materialize and the monies were transferred back and that the monies were with
the Advocates for a short time. The Appellant maintains that the monies deposited
with the Advocates were not from borrowed funds but sourced from the
Appellant's retained earnings. In response, the Respondent contends that retained
earnings are accumulated reserves and the same does not equate to liquidity.
22. The material issue for determination on the basis of both the oral and written
submissions on record before the Tribunal is whether the Appellant borrowed
funds from a commercial bank to finance the purchase of land on behalf of a
.related
company and if so whether part of the interest on those borrowings should
-,
_ be restricted and disallowed for corporation
monies deposited with the Advocates.

tax purposes

to the extent of the

23. The Appellant submitted to the Tribunal loan agreements for term loans between
itself and Investments and Mortgages (I&M) Bank and as per the loan agreements
provided the total amount of term loans outstanding as at 18th January 2011 was a
sum of Kshs. 414,999,998/= with a further credit overdraft facility of Kshs.
117,738,259/=. The letters of offer and loan agreements however do not state the
purpose of the credit facilities and the documents were not properly executed as
the various agreements lacked signatures, not sealed and were undated.
24. The Appellant contends that the retained earnings of the company as per the
audited accounts as at the year ending 2010 stood at Kshs 1,145,376,186/= and the

Appellant had in the circumstances sufficient funds to finance the property
purchase. The Tribunal takes judicial notice of the fact that retained earnings are
the profits generated by an entity that are not distributed as dividends to the
shareholders. Retained earnings are thus the sum of profits that have been retained
by a company since its inception and the further, net profit increases whilst net
losses decreases the same. It is important to note that retained earnings do not
represent surplus cash left after payment of dividends. Instead, retained earnings
show how the company has treated its profits. They represent the amount of profits
a company has reinvested since it was incorporated. Profit is calculated using the
accruals method of accounting which recognizes revenue when it is earned and not
when payments are received. Accruals accounting follows generally accepted
accounting principles including the matching principle and includes inputs that do
not involve cash outlays such as depreciation and provisions.
25. The Tribunal notes that the monies transferred to the Advocates was substantial
and as such there would have been an initial understanding and a sale agreement
between the purchaser and the vendor prior to the transfer of the monies. The
Appellant did not provide crucial documents that could have helped the Tribunal
ascertain the true purpose for the transfer of the monies to its Advocates such as an
agreement for sale. Further, the loan agreements produced do not state clearly the
purpose for the loans and were not properly executed. The Tribunal is therefore not
able to attach any weight to the said documents.
26. The Tribunal finds it contradictory that the Appellant on the one hand relies on
credit facilities consisting of term loans and an overdraft facility totaling Kshs.
523,738,257/= to finance its operations and while on the other hand contends that
it has sufficient cash to finance the acquisition of land and thereby transfer
substantial amounts to its Advocates' bank accounts and not have access to the
same.
27. The Appellant has not provided the Tribunal with a compelling case for appeal
either by way of oral or documentary evidence as pertains to the monies deposited
with its Advocates and the Tribunal finds that the Appellant has for undisclosed
reasons or ends withheld material information that would have helped the Tribunal
appropriately appreciate and determine the intended purpose for the deposit, the
sources for the funds and on how the proceeds from the credit facilities secured
were applied by the Appellant.
28. In the light of the above, the Tribunal notes that there is no clear nexus between
the documents and evidence provided and the substance of the transactions before
it. Accordingly, in the absence of such crucial information and documents the
Appellant denied itself the opportunity to appropriately prove its case for appeal
before the Tribunal. The obvious lapses in the prosecution of the appeal made the

case weak and the Tribunal in the circumstance shall not hesitate to disallow it for
the purposes of upholding and safeguarding the lawful process for the demand and
recovery of taxes found due and payable on the part of the Respondent.
29. The Appellant had an obligation to discharge its evidential burden of establishing
to the Tribunal that no taxes were absolutely or reasonably payable as demanded in
the assessment by the Respondent but it failed and no shift of the burden of proof
to the Respondent arose for the Respondent to justify the assessment of the tax
liability imposed on the Appellant.
FINDING ON FINAL DETERMINATION:30. The Tribunal finds in the circumstances that the amount of Kshs. 2,942,539/= in
terms of interest expense be restricted and disallowed for corporation tax purposes.
The Section 16(1)(a) of the Income Tax Act, CAP 470 of the Laws of Kenya is
clear and applicable to the circumstances precipitating in the filing of this Appeal.
31. The Tribunal upholds the assessment of tax on the part of the Respondent and
accordingly finds that the Appeal has no merit and proceeds to dismiss the same
with no order as to costs.
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