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[bookmark: _Toc488404692][bookmark: _Toc102409737]ABSTRACT
Globally, tax regulations continue to shape the fiscal and operational outcomes of manufacturing enterprises. In the United States, corporate tax reforms implemented in 2017 reduced rates from 35% to 21%, contributing to a 12% rise in manufacturing firms’ net earnings within two years. The financial performance of manufacturing firms in Kenya has been constrained by a complex tax policy environment characterised by high corporate tax rates, cumbersome VAT compliance, inconsistent tax incentives, and heavy customs duties. This study examined the effects of tax policies on the financial performance of registered manufacturing firms, focusing on corporate income tax rates, VAT policies, tax incentives, and customs and excise duties. Anchored on the Modigliani and Miller Theory of Corporate Taxation, the Laffer Curve Theory, and Harberger’s Excess Burden of Taxation Theory, the study adopted a descriptive research design targeting 100 firms across Nairobi, Mombasa, Kisumu, and Nakuru. Stratified random sampling and Yamane’s (1967) formula ensured representative and statistically sound data collection. Secondary data were obtained from audited financial statements, KRA, and KAM reports covering the period 2020–2024. Data were analysed using descriptive and inferential statistics, including multiple regression analysis, with diagnostic tests ensuring model robustness. Findings revealed that VAT, tax incentives, and customs and excise duties positively and significantly influenced financial performance, while corporate income tax rates had a positive but insignificant effect. The Corporate Income Tax Rate (CITR) averaged 2.7%, significantly below the statutory 30%, suggesting the impact of tax incentives, deductions, or compliance challenges. Value Added Tax (VAT) averaged 15.14 with limited variability, implying a relatively uniform and high VAT burden across firms. The Heteroscedasticity Test yielded a significance value of p = 0.000 (p < 0.05), revealing the presence of heteroscedasticity. Results of correlation analysis showed that the corporate income tax rate (CITR) had a strong positive correlation with return on assets (ROA) (ρ = 0.928, p < 0.01). The study concluded that firms should strategically manage tax burdens, strengthen VAT compliance to improve liquidity, and maximise tax incentives for growth. Policymakers are urged to maintain predictable tax regimes, streamline VAT systems, enhance transparency in incentives, and formulate excise duty policies that promote industrial competitiveness.
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1.0 INTRODUCTION
Operational performance within manufacturing firms is a central determinant of industrial competitiveness, investment attraction, and economic sustainability. The manufacturing sector remains a critical pillar of global economic growth, contributing approximately 16% of the world’s GDP in 2022 (UNCTAD, 2022). Its financial sustainability is influenced by several factors, with taxation playing a particularly significant role in determining profitability, investment potential, and long-term viability. According to Cin et al. (2017), firms with higher profitability can reinvest in advanced production technologies, enhance efficiency, and improve product quality, key drivers of competitiveness and resilience. The complex interplay between tax policies and financial outcomes is multifaceted, and understanding these dynamics is crucial for effective tax strategies and financial optimisation (Aringo, 2023).
Globally, tax regulations continue to shape the fiscal and operational outcomes of manufacturing enterprises. In the United States, corporate tax reforms implemented in 2017 reduced rates from 35% to 21%, contributing to a 12% rise in manufacturing firms’ net earnings within two years (Amiti et al., 2019). Conversely, in France, a persistently high tax rate of 28% led to an average 15% decline in manufacturing profit margins over a decade, largely due to heavy compliance costs (Bilicka et al., 2023). Similar dynamics are evident in India, where the pre-2019 corporate tax rate of 30% suppressed industrial growth. Tax reforms later reduced the rate to 25% for large firms and 22% for new manufacturers, boosting the sector’s contribution to national GDP (Arora & Rakhyani, 2020).
In many developing countries, the tax environment remains challenging, with excessive tax rates, complicated regulations, and a lack of enforcement of tax laws, further discouraging the growth of small enterprises (Mariki et al., 2025). Across Africa, manufacturing contributes approximately 11% to total GDP, far below the global average, indicating substantial untapped potential (AfDB, 2023). Taxation remains both an enabler and a constraint on this sector’s performance. In Nigeria, inconsistent VAT regimes and compliance burdens reduced manufacturing profit margins by 12% between 2017 and 2021 (Oyerogba et al., 2024). Conversely, Rwanda’s tax-friendly policies, including exemptions on imported machinery and raw materials, spurred an average 8% annual revenue growth from 2018 to 2022 (World Bank, 2022). In contrast, South Africa’s imposition of excise duties on imported inputs raised production costs by 10%, diminishing competitiveness (Matlala, 2024).
In Kenya, manufacturing accounts for about 8% of GDP, well below the Vision 2030 target of 15% (KNBS, 2023). Fiscal and taxation policies have significantly shaped the performance and growth trajectory of this sector. Kenya’s corporate income tax rate stands at 30%, among the highest in East Africa (KRA, 2022). The Finance Act 2022 introduced new VAT regulations that increased compliance costs, resulting in a 10% rise in operational expenses (KAM, 2023). Additionally, high levies on imported raw materials have raised production costs, thereby reducing the competitiveness of exports and constraining small and medium-sized enterprises (Mwangi & Gitau, 2022). Nonetheless, targeted tax incentives such as capital allowances on machinery purchases have spurred a 4% increase in manufacturing investments over the past two years (Córdova-León et al., 2022).
Kenyan manufacturing firms play an essential role in industrialisation, employment generation, and export growth (Esaku, 2022). Yet, high corporate taxes, delayed VAT refunds, and heavy customs duties continue to undermine operational efficiency. Delays in VAT refunds, averaging six months, have caused liquidity constraints, limiting firms’ cash flow and reinvestment capacity (Gachigo, 2024). Although tax incentives such as the Manufacturing Under Bond program have benefitted sectors like agro-processing and textiles, smaller firms face barriers in accessing these incentives due to bureaucratic procedures and a lack of transparency (Chebii, 2020). Consequently, the current fiscal regime requires a comprehensive reassessment to foster a more enabling business environment for industrial growth and sustainability.
Financial performance denotes an organisation’s effectiveness in achieving profitability, maintaining liquidity, and ensuring long-term solvency (Kamau et al., 2021). It represents a firm’s ability to deploy resources efficiently to generate sustainable income while navigating dynamic market conditions (Kimani, 2023). For manufacturing enterprises often capital-intensive and sensitive to fiscal policy, financial performance is a critical determinant of growth and competitiveness (Mukui, 2022). Strong financial outcomes enhance organisational resilience, allowing firms to adapt to macroeconomic fluctuations and seize investment opportunities (Nguyen et al., 2023).
Data from the Kenya National Bureau of Statistics (KNBS, 2023) indicates steady growth in the sector’s financial indicators between 2018 and 2022. The value-added rose from KES 785.4 billion in 2018 to KES 1,046.3 billion in 2022, a 33.2% increase, while output value expanded by 43.2%. Despite rising intermediate consumption costs, the sector demonstrated improved productivity and profitability, alongside a 21.1% increase in employee compensation. These gains underscore the sector’s contribution to economic stability and employment creation.
[bookmark: _Toc193784747]Table 1 Manufacturing Sector Financial Indicators in Kenya (KES Billion)
	Year
	Value of Output
	Intermediate Consumption
	Value Added
	Compensation of Employees

	2018
	2,216.5
	1,431.2
	785.4
	206.4

	2019
	2,311.6
	1,502.3
	809.3
	218.3

	2020
	2,376.4
	1,562.1
	814.3
	215.5

	2021
	2,700.2
	1,814.5
	885.6
	231.4

	2022*
	3,175.3
	2,129.1
	1,046.3
	250.0 (est.)


Source: Kenya National Bureau of Statistics (KNBS, 2023). 
Measurement of financial performance typically relies on profitability, liquidity, and efficiency ratios. Profitability indicators such as Return on Assets (ROA), Return on Equity (ROE), and net profit margin evaluate the ability to generate income from existing resources (Kamau et al., 2021). Liquidity measures, including current and quick ratios, assess the capacity to meet short-term obligations, while asset turnover ratios evaluate operational efficiency (Itumo, 2023). For taxation studies, additional indicators such as effective tax rate and tax-adjusted earnings illustrate firms’ adaptability to fiscal changes (Bilicka et al., 2023).
This study employs ROA as the primary indicator of financial performance, as it effectively captures how total assets are utilised to generate profit. Given that tax policies directly influence net income, ROA provides a standardised metric for assessing firm-level profitability and efficiency (Mukui, 2022). Accordingly, it serves as the dependent variable in analysing the relationship between financial outcomes and tax policy dimensions such as corporate income tax, VAT, and tax incentives.
Tax policy refers to the framework of laws and administrative measures through which governments collect revenue to fund public services and regulate economic activity (OECD, 2022). In Kenya, such policies include corporate income tax, value-added tax (VAT), customs and excise duties, and fiscal incentives designed to encourage investment. When well-structured, these policies can enhance competitiveness and stimulate industrial growth; however, poorly designed regimes increase compliance costs and erode profitability (Karugu, 2021).
Corporate income tax, levied at 30% for resident companies and 37.5% for non-residents (KRA, 2022), directly affects profitability and reinvestment capacity. Kariuki (2023) observed that high corporate tax rates discourage investment and reduce investor confidence, while frequent fiscal policy changes undermine long-term planning. Similarly, VAT, charged at 16%, imposes additional administrative and cash flow burdens. Delays in refund processing valued at over KES 27 billion by the end of 2020 have strained liquidity and hindered production cycles (KAM, 2021; Gachigo, 2024).
Customs and excise duties further complicate the operational environment. Manufacturing firms often face high import tariffs on machinery and raw materials, which inflate production costs and reduce competitiveness (Karugu, 2021). Omar (2020) noted that small and medium enterprises in coastal regions experienced significant financial strain from customs compliance costs. Likewise, inconsistent tariff policies limit firms’ ability to forecast production expenses, affecting long-term strategic planning (KAM, 2021).
Tax incentives comprising exemptions, deductions, and credits are designed to stimulate investment and industrial expansion. In Kenya, incentives under special economic zones and priority sectors have encouraged capital investment and improved profitability (Karimi & Wanjohi, 2024). However, unequal access and bureaucratic complexity have limited their reach, particularly for SMEs (Karugu, 2021). Thus, while incentives are a vital fiscal tool, their effectiveness depends on transparent administration and alignment with national development objectives.
Manufacturing firms, defined as enterprises that transform raw materials into finished goods for domestic consumption or export, are pivotal to Kenya’s economic development. The sector encompasses sub-industries such as agro-processing, textiles, pharmaceuticals, and construction materials (Were, 2016), collectively contributing about 7.2% to GDP and employing over 300,000 people as of 2023 (KNBS, 2023). Despite its potential, the sector operates under a challenging fiscal regime characterised by high corporate tax rates, delayed VAT refunds, and elevated import duties on raw materials and machinery (KRA, 2022).
These fiscal challenges have inflated production costs and constrained profitability (Mutua & Atheru, 2020). SMEs, in particular, suffer the most due to limited access to incentives and delayed refunds that disrupt cash flow cycles (Apollo, 2022). To mitigate these constraints, firms often, through the Kenya Association of Manufacturers (KAM) advocate for tax reforms and greater administrative transparency (KAM, 2023). Nevertheless, disparities persist in incentive distribution and policy consistency, limiting sector-wide efficiency (Ndungi Njoroge, 2021).
Empirical studies provide valuable insights into the intersection between taxation and manufacturing performance. In the U.S., high corporate taxes constrained firms’ innovation capacities (Jacob, 2022), while in India, inconsistent VAT regimes delayed business expansion (Arora & Rakhyani, 2020). In Sub-Saharan Africa, tax incentives enhanced multinational firms’ profitability but had minimal benefits for local manufacturers (Brown, 2021). Kenyan studies similarly highlight fiscal inefficiencies: VAT refund delays disrupted liquidity for 80% of manufacturers (Apollo, 2022), and customs duties inflated production costs by up to 25% (Omosa, 2021).
Despite these findings, existing research has largely examined individual tax elements in isolation, overlooking their combined effects. This study therefore seeks to fill that gap by analyzing how corporate income tax, VAT policies, customs duties, and tax incentives jointly influence the financial performance of registered manufacturing firms in Kenya. The results will provide evidence-based insights to inform equitable and growth-oriented tax reforms aligned with Kenya’s Vision 2030 agenda for industrialization and sustainable economic transformation.
Research Problem
Kenya’s manufacturing sector, a critical driver of economic growth, has experienced persistent financial underperformance over the past decade. Profitability has declined sharply, with the return on assets dropping from 6.3% in 2015 to 4.9% in 2020, largely due to high operational costs, stiff competition, and burdensome taxation (KNBS, 2021). Tax-related expenses, including a 30% corporate income tax rate, the highest in East Africa and complex value-added tax (VAT) compliance procedures, have increased production costs and reduced competitiveness both locally and globally (Karimi & Wanjohi, 2024). Escalating customs duties on imported raw materials have further constrained profitability, hindering the sector’s ability to achieve the Vision 2030 target of contributing 15% to GDP (UNCTAD, 2022).
Globally, studies reveal that tax reforms significantly affect firm performance (Bührle et al., 2023; Cin et al., 2017). Locally, research has examined specific tax components but rarely their combined influence. Limited empirical evidence exists on how corporate taxes, VAT, and customs duties jointly impact profitability, investment decisions, and production efficiency. This study, therefore, seeks to address this gap by examining the holistic effect of tax policies on the financial performance of manufacturing firms in Kenya, providing insights for policy reform and sustainable growth.

 
Research Objective
This study was guided by the following general objective: to determine the effects of tax policies on the financial performance of registered manufacturing firms in Kenya.
Specific Objectives were to; 
1. To determine the effect of corporate income tax rates on the financial performance of registered manufacturing firms in Kenya.
2. To evaluate the effect of value-added tax (VAT) policies on the financial performance of registered manufacturing firms in Kenya.
3. To examine the effect of tax incentives on the financial performance of registered manufacturing firms in Kenya.
4. To investigate the effect of changes in customs and excise duties policies on the financial performance of registered manufacturing firms in Kenya.
Significance of the Study
The study is significant as it bridges practical and theoretical gaps on the influence of tax policies on the profitability of registered manufacturing firms in Kenya. It provides policymakers with evidence-based insights for developing equitable tax frameworks that foster industrial growth and sustainability in line with Vision 2030. For industry stakeholders, it highlights how corporate tax rates, VAT policies, tax incentives, and customs duties affect operational costs and profitability. Additionally, it offers valuable reference material for future scholarly research on fiscal policy and economic outcomes.



2.0 LITERATURE REVIEW  
Theoretical Review
This study draws upon three key theoretical foundations: Modigliani and Miller (M&M) Theory of Corporate Taxation (1963), the Laffer Curve Theory (2004), and Harberger’s Excess Burden of Taxation Theory (1964) to explain how tax structures influence the financial performance of manufacturing firms in Kenya. These theories collectively provide insights into the relationship between corporate taxation, fiscal incentives, and firm profitability.
Modigliani and Miller extended their capital structure theory in 1963 to include the effect of corporate taxation, proposing that debt financing creates a tax shield since interest payments are deductible from taxable income. This implies that firms operating under higher corporate tax rates are likely to increase debt levels to minimise taxable income and enhance profitability (Modigliani & Miller, 1963). The theory assumes perfect capital markets, where financing decisions are primarily driven by tax advantages.
In the context of this study, the M&M theory offers a framework for analysing how various tax components corporate income tax, VAT, customs duties, and fiscal incentives, affect financial indicators such as return on assets (ROA) and net profit margin (NPM). High corporate taxes reduce net earnings, potentially pushing firms to restructure financing through debt, while tax incentives can improve reinvestment capacity and profitability. The theory, therefore, helps explain how tax policies shape firms’ financing and investment behaviour.
However, the M&M theory has been critiqued for its unrealistic assumptions of perfect markets and unlimited borrowing capacity. Fama and French (2002) argued that firms consider multiple factors beyond tax benefits when determining capital structure, often avoiding excessive leverage to prevent financial distress. Similarly, Graham (2000) contended that firms prioritise financial stability over maximising tax shields. Despite these criticisms, the theory remains relevant as it emphasises how corporate tax policies influence firm-level financial decisions and profitability within Kenya’s manufacturing sector.
Proposed by Arthur Laffer, the Laffer Curve Theory posits that tax rates and government revenue share an inverted-U relationship. While moderate tax increases may enhance revenue, excessively high rates discourage economic participation, reduce compliance, and ultimately lower total revenue (Laffer, 1974). For firms, higher tax rates can suppress investment and profitability, whereas moderate rates and incentives may stimulate growth and compliance.
Within this study, the Laffer Curve framework helps analyse how Kenya’s corporate income tax, VAT systems, customs duties, and fiscal incentives affect firm profitability. Excessive taxation could deter investment and operational expansion, while optimal tax structures might foster growth. The theory is therefore instrumental in assessing whether Kenya’s tax regime operates within a revenue-maximising range that also supports industrial productivity.
Nevertheless, critics highlight the theory’s simplicity and its lack of empirical precision in determining optimal tax rates. Piketty, Saez, and Stantcheva (2014) argued that economic activity depends on multiple factors, including public spending and enforcement mechanisms, not merely tax rates. Romer and Romer (2010) further observed that tax cuts do not always yield higher revenues, as implied by the theory, but can instead create budget deficits. Despite these limitations, the Laffer Curve Theory remains relevant for this research as it illuminates the balance governments must strike between taxation and firm performance.
Arnold Harberger’s Excess Burden of Taxation Theory (1964) explains that taxation creates deadweight loss by distorting market decisions and reducing economic efficiency. High taxes discourage investment and productivity as firms adjust their behaviour to minimise tax exposure. For manufacturing firms, this can manifest through reduced output, slower expansion, or resource reallocation to less productive sectors.
Applied to this study, Harberger’s theory provides a foundation for examining how corporate income taxes, VAT, customs duties, and fiscal incentives influence firm performance. Excessive taxation may constrain reinvestment and profitability, while tax incentives can mitigate inefficiencies and enhance financial sustainability. The theory thus sheds light on the economic costs of inefficient tax structures and their implications for Kenya’s manufacturing competitiveness.
However, scholars such as Diamond and Mirrlees (1971) criticised the theory for generalising that all taxes create inefficiencies, overlooking instances where well-structured taxation supports growth through productive public investment. Similarly, Saez (2001) argued that firms often adapt to taxation through innovation rather than reducing productivity. Nonetheless, Harberger’s framework remains relevant as it underscores how poorly designed tax regimes can impose financial constraints on firms, while efficient tax policies enhance productivity and profitability. Together, these theories provide a robust conceptual foundation for this study. The M&M Theory emphasises the role of tax policies in shaping financing and investment decisions; the Laffer Curve illustrates the trade-off between tax rates and economic activity; and Harberger’s framework highlights the efficiency costs of taxation. Collectively, they offer a multidimensional lens for understanding how Kenya’s corporate income tax, VAT, customs duties, and fiscal incentives influence the financial performance and sustainability of manufacturing firms.
Empirical Review 
The empirical review synthesises prior research on tax policies and firm performance, critically evaluating studies by purpose, scope, methodology, findings, and limitations. This analysis identifies gaps in existing literature and informs the development of a robust framework for examining the Kenyan manufacturing sector.
Djankov et al. (2010) assessed corporate tax burdens across 85 countries using PricewaterhouseCoopers survey data. A 10% rise in effective tax rates reduced the investment-to-GDP ratio by 2%, alongside declines in FDI and entrepreneurship. However, the cross-sectional design limited temporal insights. The current study addresses this by employing panel data to capture evolving effects on Kenyan firms. Lee and Gordon (2005) analyzed 70 countries (1970–1997) and found that a 10-point reduction in statutory corporate tax rates increased GDP growth by 1–2%. While highlighting macroeconomic benefits, the study overlooked firm-level outcomes. The present research narrows this gap by focusing on financial indicators within Kenyan manufacturing.
Dartey (2023) examined firms in Ghana, Nigeria, and South Africa (2010–2020) using GMM estimation. Results showed that a 5% tax increase reduced firm growth by 1.5%, as higher taxes constrained reinvestment and debt servicing. While regionally broad, the study lacked Kenya-specific insights, which this research provides. Mushunje (2023) applied a predator-prey model in South Africa, finding that tax rates above 30% reduced firm viability and tax revenue. Although conceptually valuable, the reliance on simulations lacked empirical grounding. The current study uses audited Kenyan data to validate such dynamics. Otwani et al. (2017) analysed 20 Kenyan manufacturing firms (2006–2015) and found that a 3% tax increase reduced ROA by 1%. However, the focus on listed firms limited generalizability. This study expands coverage to both listed and unlisted firms. Kariuki (2017) surveyed 50 listed Kenyan firms (2012–2016), showing that strategic tax planning raised net profit margins by 2%. Yet, reliance on self-reported data risked bias. The present study mitigates this by using audited financial statements.
Liu et al. (2023) studied China’s VAT reform (2012–2020) using DID estimation on 500,000 firms. A VAT cut from 16% to 13% increased profitability by 4.2% and employment by 8.5%. However, the focus was on employment rather than direct financial metrics. The current study addresses this by examining ROA and revenue growth in Kenya. Ogbonnaya and Okereke (2022) analysed 150 Nigerian firms (2010–2020). VAT exemptions on raw materials raised GPM by 12.4%, while exemptions on capital goods improved ROE by 9.8%. Yet, inflation and exchange rates were ignored. This study incorporates such macroeconomic controls.
Omodero and Eriabie (2022) linked VAT revenue growth in Nigeria (2010–2021) to a 15% rise in industrial production. However, reliance on national aggregates limited firm-level insights. The present study uses audited Kenyan firm data for specificity. Mwangi et al. (2021) examined 447 Nairobi firms (2009–2018). Zero-rated VAT improved NPM by 12%, while exemptions on capital goods raised ROA by 9%. Yet, macroeconomic influences were overlooked. This study integrates such variables for robustness.
Gachigo (2024) studied Kenyan telecom firms (2016–2022), finding that a VAT rise from 14% to 16% reduced NPM by 3.5% and raised costs by 7%. However, telecoms differ structurally from manufacturers. The current study fills this contextual gap. Mwangi et al. (2021) also found that VAT-compliant pricing strategies increased revenue by 8%, while late remittances reduced earnings by 5%. Yet, the lack of industry-specific breakdowns limited insights. This study categorises firms by size and sector for nuanced analysis.
Córdova-León et al. (2022) studied 120 Ecuadorian firms, finding that tax incentives raised ROA by 14%. However, the focus on Ecuador limited African applicability. This study contextualises findings within Kenya’s fiscal environment. Zeng et al. (2025) analysed 300 Chinese NEV firms (2010–2024) using DID models. Tax incentives boosted sales by 20% and NPM by 9%. Yet, sector-specificity limited generalisation. The current study broadens the scope to diverse Kenyan manufacturers.
Mayende (2013) examined Ugandan firms (2006–2011), finding that tax incentives raised ROI by 10% and retained earnings by 12%. However, external economic factors were not controlled. This study incorporates inflation and GDP growth as controls. Oyerogba et al. (2024) analysed 50 Nigerian listed firms (2012–2022). Tax incentives improved ROE by 17% and cash flow by 13%. Yet, small firms were excluded. This study includes both listed and unlisted Kenyan firms. Karimi and Wanjohi (2024) studied 100 Nairobi firms, finding that incentives improved NPM by 10% and ROA by 15%. However, the county-specific scope limited generalisation. This study expands to multiple counties. Ochieng (2020) examined 30 EPZ firms in Mombasa (2015–2019). Tax exemptions raised ROCE by 18% and operating margins by 12%. Yet, EPZ-specific regimes limited applicability. This study includes both EPZ and non-EPZ firms.
Amiti et al. (2019) analysed U.S. tariffs (2018), finding that a 10% tariff increase raised producer costs by 0.3% and consumer prices by 0.4%. While highlighting cost burdens, the study overlooked firm-level financial indicators. The current study addresses this gap in Kenya. Fajgelbaum and Khandelwal (2022) examined the U.S.–China trade war, finding that reliance on Chinese imports raised costs by 6.2% and reduced margins by 4.5%. Yet, firm adaptation strategies were not explored. This study investigates how Kenyan firms navigate such pressures.
Okereke et al. (2023) studied 150 Nigerian textile firms, finding that tariffs reduced imports by 12% but raised raw material costs by 2.5%. While insightful, the sector-specific scope limited generalisation. This study extends the analysis to multiple Kenyan industries. Matlala (2024) examined South African tobacco firms (2010–2023), finding that a 15% excise duty increase raised illicit trade by 10.5%, reducing legal firms’ revenue. Yet, the focus on tobacco limited applicability. This study explores broader sectoral impacts.
Mwangi and Gitau (2022) analysed Kenyan firms (2015–2021), finding that customs duty incentives raised ROA by 8.5% and NPM by 5.2%. However, risks of overreliance on incentives were not addressed. This study evaluates both benefits and risks. Otieno (2011) studied Kenyan sugar firms (2005–2010), finding that higher taxes reduced NPM by 7.3%. However, the outdated scope limited relevance. This study updates the analysis with recent data (2018–2025) across multiple sectors.
The reviewed literature demonstrates that tax policies significantly influence firm performance across contexts. Corporate tax rates affect investment, leverage, and profitability; VAT policies shape margins and compliance costs; tax incentives enhance competitiveness and growth; and customs/excise duties alter cost structures and sustainability. However, gaps persist in temporal scope, methodological rigour, and contextual relevance. By focusing on Kenyan manufacturing firms, this study addresses these limitations, offering a comprehensive and empirically grounded evaluation of tax policies’ financial implications.
3.0 RESEARCH METHODOLOGY
This study adopted a descriptive research design to examine the relationship between tax policies and the financial performance of manufacturing firms in Kenya. The design was appropriate for observing and describing real-world relationships without manipulating variables, thus enabling a deeper understanding of how corporate income tax rates, value-added tax (VAT) policies, tax incentives, and customs duties influence firms’ profitability. Descriptive research is also effective in handling cross-sectional data, allowing comparison across firms and sub-sectors (Bryman, 2021). This approach provided reliable and policy-relevant insights into the impacts of taxation on manufacturing performance.
The target population comprised 243 registered manufacturing firms in Kenya, as listed in the Kenya Association of Manufacturers (KAM) 2023 Industrial Survey. These firms operate across diverse sub-sectors such as food processing, textiles, chemicals, construction materials, and metal products, which together contribute significantly to Kenya’s GDP. The sector was selected because it generates substantial tax revenue and is highly responsive to fiscal policy changes. The KAM registry provided a dependable sampling frame for this study.
A stratified random sampling design was employed to ensure fair representation across all manufacturing sub-sectors. This approach categorised the firms into homogeneous groups: food processing, textiles, chemicals, construction materials, metal products, and other manufacturing to capture sectoral variations in tax effects. Using Yamane’s (1973) formula with a 5% margin of error, a representative sample size of 100 firms was derived. The sample was proportionately allocated across sub-sectors to maintain representativeness; for instance, 28 firms were drawn from food processing, 19 from chemicals, and 14 from textiles.
Secondary data were collected using a standardised data collection sheet developed to extract financial and tax-related information from verified sources such as audited company reports, Kenya Revenue Authority (KRA) databases, and KAM publications for the 2020–2024 period. The sheet focused on key indicators, corporate income tax rate, VAT, tax incentives, customs duties, and financial performance measured by Return on Assets (ROA). Expert reviews and pre-testing enhanced the instrument’s clarity, while data reliability was ensured by using consistent, audited, and verifiable secondary sources (Dalati & Gómez, 2018).
Validity was established through expert evaluation and pilot testing on a small subset of non-sampled firms, confirming the tool’s accuracy and alignment with the study objectives (Mugenda & Mugenda, 2003). Reliability was strengthened by relying on standardised data sources and uniform data extraction procedures, minimising bias and ensuring replicable results (Gliem & Gliem, 2003).
The data collection procedure involved systematic extraction of information from audited reports and official records, following the acquisition of research permits from relevant authorities such as NACOSTI and Kenyatta University’s Graduate School. The process was conducted solely by the researcher over a four-week period to ensure precision and compliance with ethical standards.
Data analysis combined descriptive and inferential statistics. Descriptive analysis involved computing means, standard deviations, and frequencies to identify trends in taxation and profitability variables. Inferential analysis employed panel data regression, either using Fixed or Random Effects models, to examine the relationship between tax measures and financial performance. The regression model was specified as:
FP_it = β₀ + β₁CITR_it + β₂VAT_it + β₃TI_it + β₄CED_it + μ_i + ε_it,
where financial performance (FP) was measured by ROA, and CITR, VAT, TI, and CED represented the tax policy variables. Correlation analysis complemented regression results by assessing the strength and direction of variable relationships.
Diagnostic tests were performed to ensure model robustness. Multicollinearity was checked using the Variance Inflation Factor (VIF), with acceptable values below 5. Heteroscedasticity was tested through the Breusch-Pagan test, while autocorrelation was assessed using the Durbin-Watson statistic, where values near 2 indicated no autocorrelation. The Shapiro-Wilk test, alongside Q-Q plots, was applied to verify the normality of residuals. Where violations occurred, corrective measures such as transformation or robust estimation techniques were applied.
Operationalisation of variables defined financial performance (dependent variable) as Return on Assets (ROA). Independent variables included corporate income tax rate, VAT, tax incentives, and customs and excise duties, each measured as continuous percentages or ratios reflecting their fiscal impact on firms. Positive or negative hypothesised effects were assigned based on theoretical expectations.
Ethical considerations were strictly observed. The study safeguarded confidentiality, avoided data manipulation, and ensured accurate referencing of all secondary sources. Research authorisation was obtained from NACOSTI and relevant institutional review boards, underscoring adherence to legal and ethical standards. These methodological procedures collectively ensured that the study’s findings were valid, reliable, and credible for informing fiscal policy and industrial performance in Kenya’s manufacturing sector.


4.0 RESULTS 
Descriptive Analysis
[bookmark: _Hlk214097116]The descriptive analysis revealed key insights into firms’ financial and tax-related performance. Return on Assets (ROA) ranged from -0.0087 to 0.2271, with a mean of 0.0973 and a low standard deviation of 0.025, indicating an average profitability of 9.7% and consistent performance across firms. The Corporate Income Tax Rate (CITR) averaged 2.7%, significantly below the statutory 30%, suggesting the impact of tax incentives, deductions, or compliance challenges. Value Added Tax (VAT) averaged 15.14 with limited variability, implying a relatively uniform and high VAT burden across firms. Tax Incentives (TI) reduced firms’ tax burdens by about 1.1%, showing modest yet evenly distributed government support. Customs and Excise Duties (CED) displayed high variability, with a mean of 0.0696, reflecting uneven application of excise taxes—particularly heavier in sectors like alcohol, tobacco, and fuel. Overall, the results depict profitability stability and tax disparities across industries.

Table 2: Descriptive Analysis


	[bookmark: _Hlk209792795]
	Minimum
	Maximum
	Mean
	Std. Deviation

	ROA
	-.0087
	.2271
	.097267
	.0249732

	CITR
	.0090
	.2009
	.026812
	.0192916

	VAT
	8.9752
	16.8043
	15.144573
	1.5239508

	TI
	.0018
	.0224
	.010756
	.0043886

	CED
	.0005
	.7004
	.069570
	.1893375
















Diagnostic Tests

The study conducted several diagnostic tests to validate the assumptions underlying regression analysis.

Normality Test:
The Kolmogorov-Smirnov and Shapiro-Wilk tests were employed to determine whether the dataset followed a normal distribution. As shown in Table 3, all variables had significance levels (p < 0.05), indicating deviation from normality. Consequently, data standardisation was applied to enhance comparability and ensure accurate statistical inferences during regression analysis.
Table 3: Tests of Normality

	List 1-Tests of Normality

	
	Kolmogorov-Smirnova
	Shapiro-Wilk

	
	Statistic
	df
	Sig.
	Statistic
	df
	Sig.

	ROA
	.337
	100
	.000
	.584
	100
	.000

	CITR
	.450
	100
	.000
	.261
	100
	.000

	VAT
	.236
	100
	.000
	.615
	100
	.000

	TI
	.132
	100
	.000
	.937
	100
	.000

	CED
	.489
	100
	.000
	.384
	100
	.000

	


Multicollinearity Test:
To assess the interdependence among independent variables, tolerance and Variance Inflation Factor (VIF) values were examined. The tolerance values ranged between 0.595 and 0.881, while VIF values were between 1.135 and 1.682, both within acceptable limits (VIF < 10). This confirmed that multicollinearity was not a problem, allowing all variables to be included in the regression model.
Table 4: Test of Multicollinearity

	
	Unstandardized Coefficients
	Collinearity Statistics

	
	B
	Std. Error
	Tolerance
	VIF

	
	(Constant)
	-.116
	.016
	
	

	
	CITR
	.043
	.077
	.881
	1.135

	
	VAT
	.013
	.001
	.877
	1.140

	
	TI
	1.154
	.401
	.627
	1.594

	
	CED
	.035
	.010
	.595
	1.682




Heteroscedasticity Test:
The Breusch-Pagan test was used to examine the constancy of error variances across independent variables. The test yielded a significance value of p = 0.000 (p < 0.05), revealing the presence of heteroscedasticity. To address this issue, corrective adjustments using robust standard errors were applied to improve the validity of the regression estimates.
Table 5: Test of Heteroscedasticity

	[bookmark: _Hlk209797976]Breusch-Pagan Test for Heteroscedasticitya,b,c

	Chi-Square
	df
	Sig.

	28.784
	1
	.000



Autocorrelation Test:
Autocorrelation was tested using the Durbin-Watson statistic, which yielded a value of 1.684. Since this value is close to the benchmark of 2, it indicates the absence of serial correlation among residuals.
Table 6: Test of Autocorrelation 

	Autocorrelation

	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate
	Durbin-Watson

	1
	.839a
	.704
	.691
	.0138712
	1.684



While the data violated normality and heteroscedasticity assumptions, standardisation and robust estimation methods were applied to ensure the reliability and validity of the regression results.
Correlation Analysis
[bookmark: _Hlk214097180]Correlation analysis examined the strength and direction of relationships among study variables. Results showed that the corporate income tax rate (CITR) had a strong positive correlation with return on assets (ROA) (ρ = 0.928, p < 0.01), indicating that higher tax rates were associated with better financial performance. Value-added tax (VAT) demonstrated a moderate positive relationship with ROA (ρ = 0.340, p < 0.01), while tax incentives (TI) had a weak negative correlation (ρ = -0.116, p < 0.05), implying reduced profitability with increased incentives. Customs and excise duties (CED) showed a weak positive association with ROA (ρ = 0.047, p < 0.05), indicating minimal influence.
Table 7: Correlation Analysis 

	Correlation

	
	ROA
	CITR
	VAT
	TI
	CED

	Spearman's rho
	ROA
	
	1.000
	
	
	
	

	
	
	
	.
	
	
	
	

	
	CITR
	
	.928**
	1.000
	.
	
	

	
	
	
	.000
	.
	
	
	

	
	VAT
	
	.340**
	.261**
	1.000
	
	

	
	
	
	.001
	.009
	.
	
	

	
	TI
	
	-.116
	-.159
	-.328**
	1.000
	

	
	
	
	.249
	.115
	.001
	.
	

	
	CED
	
	.047
	.082
	.019
	-.699**
	1.000

	
	
	
	
	
	
	
	.

	**. Correlation is significant at the 0.01 level (2-tailed).




Regression Model Summary
An R value of 0.839 was obtained from the model, suggesting that the dependent variable was closely linked with the independent variables. The R² value of 0.704 revealed that 70.4% of the variation in the dependent variable was explained by the model. Affirm that the model is an appropriate fit for the study.
Table 8: Model Summary
	Model Summaryb

	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate
	Durbin-Watson

	1
	.839a
	.704
	.691
	.55544381
	1.684



ANOVA
The ANOVA results confirmed the regression model’s statistical validity and strong predictive power (F = 56.472, p < 0.05). The regression mean square (17.423) exceeded the residual mean square (0.309), producing a large F-value and a highly significant p-value. These findings indicate that the tax policy variables collectively had a significant effect on financial performance, demonstrating that the model effectively explained variations in the dependent variable.

Table 9: ANOVA

	ANOVAa

	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	69.691
	4
	17.423
	56.472
	.000b

	
	Residual
	29.309
	95
	.309
	
	

	
	Total
	99.000
	99
	
	
	


[bookmark: _GoBack]Discussion 
The study’s findings reveal important relationships between taxation variables and financial performance among Kenyan manufacturing firms. The average return on assets (ROA) stood at 9.7%, suggesting moderate profitability across the sector. Corporate income tax rate (CITR) averaged 2.7%, far below the statutory rate, implying that firms benefit from deductions, exemptions, or incentives. Value-added tax (VAT) averaged 15.14%, reflecting a consistent indirect tax burden, while customs and excise duties (CED) showed wide variation due to sectoral differences.
Correlation analysis revealed a strong positive association between CITR and ROA, suggesting that profitable firms tend to bear higher corporate tax obligations, indicating financial strength and resilience. VAT also exhibited a positive relationship with ROA, implying that financially stable firms can absorb and manage indirect tax burdens efficiently. Tax incentives (TI) were weakly and negatively correlated with ROA, possibly because such benefits often target financially constrained firms. Conversely, CED showed a weak positive relationship, indicating that stronger firms sustain profitability despite higher excise obligations.
Regression results demonstrated that the model explained 70.4% of the variance in financial performance (R² = 0.704). VAT (β = 0.794, p = 0.000), TI (β = 0.203, p = 0.005), and CED (β = 0.264, p = 0.000) had significant positive effects on ROA, whereas CITR (β = 0.034, p = 0.574) was positive but insignificant. These results suggest that efficient VAT management, strategic utilisation of tax incentives, and compliance with excise duties enhance firm performance. Overall, the findings indicate that while higher statutory taxes may impose fiscal pressure, effective tax planning, operational efficiency, and compliance enable firms to maintain profitability within Kenya’s manufacturing sector.
5.0 CONCLUSION
The study concludes that taxation policies significantly influence the financial performance of manufacturing firms in Kenya. The corporate income tax rate had a positive but insignificant effect, implying firms offset tax burdens through efficiency and reinvestment. Value-added tax, tax incentives, and customs and excise duties showed strong positive and significant effects, demonstrating that well-managed tax obligations enhance liquidity, competitiveness, and growth. These findings suggest that a balanced tax framework optimising VAT, incentives, and excise duties while maintaining rational corporate tax policies can foster firm resilience, attract investment, and promote sustainable profitability in Kenya’s manufacturing sector. 

6.0 RECOMMENDATIONS
The study offers key recommendations to enhance corporate financial performance through efficient tax management. Companies should strengthen tax planning by maximising deductions, optimising capital structures, and adopting advanced financial systems to track exposures and reinvest earnings. Policymakers should maintain stable and transparent tax regimes to foster long-term investments. Since value-added tax (VAT) showed the strongest influence on financial performance, firms should improve VAT compliance through accurate accounting, staff training, and technology integration, such as ERP systems. Policymakers should streamline refund processes to improve liquidity. Tax incentives also positively affected performance, though underutilization was noted; firms should actively pursue available incentives aligned with cost-reduction and expansion goals, while policymakers ensure these incentives remain transparent and sector-specific. Effective customs and excise management through logistics optimisation and compliance can enhance competitiveness, supported by harmonised and predictable policies. The study faced limitations related to incomplete data, inconsistent tax interpretations, and difficulty isolating tax effects from macroeconomic factors. Future research should examine sectoral variations, technological adoption in tax compliance, and managerial decision-making to enrich the understanding of how tax policies affect performance across industries.
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