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Abstract:
This study analysed the impact of taxes on the financial performance of registered small and medium-sized enterprises (SMEs) in Starehe Sub-County, Nairobi City County, Kenya. SMEs contribute to employment creation, income generation, and innovation, yet many registered SMEs experience financial pressure associated with tax obligations. Financial performance was examined as the dependent variable, while sales turnover tax, excise duty, value added tax (VAT), and stamp duty were assessed as independent variables. The study was guided by Optimal Taxation Theory, Agency Theory, and Resource Mobilisation Theory. A descriptive research design was adopted. The target population comprised 350 registered SMEs, from which 186 SMEs were selected using stratified random sampling. Primary data were collected using structured questionnaires, and a pilot study was conducted among 5% of SMEs in Embakasi East Sub-County. Validity was established through expert review, while reliability was assessed using alpha coefficients. Data were analysed using SPSS version 20, with diagnostic tests conducted for normality, heterogeneity, serial correlation, unit roots, and overdispersion. The findings showed that sales turnover tax, excise duty, and stamp duty were not significantly related to SME financial performance. However, VAT had a significant negative relationship with financial performance. The study concludes that VAT is the most important tax-related factor affecting SME profitability in the study context and recommends reforms aimed at easing VAT compliance and improving SME performance.
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INTRODUCTION
 1.1 Background of the Study
Taxation policies comprise the tax laws, rules, and regulations that govern a country's taxation system (Wanyagathi Maina, 2019). They include legislation and government enactments that guide the collection of taxes by authorised agencies from enterprises and other taxable parties within a nation, state, or region (Kumawat, 2023). Taxes and taxation policies shape a nation's economic environment and reflect the relationship between the state and its taxpayers. They are important instruments for reducing economic inequality while supporting business growth (Kumawat, 2023). Taxation includes several forms of tax, such as sales turnover tax, corporate tax, VAT, excise duty, and customs duty. Globally, tax policies have helped to shape the economic landscape of different nations. As Wu and Din (2023) observed, China, one of Asia's leading economic powers, continues to develop, and government tax regulations contribute substantially to the financial performance of its firms. In Africa, taxation is closely associated with economic development because it is a vital revenue source for countries. Governments rely on tax revenues to mobilise resources and strengthen national infrastructure. Taxes are essential for generating income, encouraging investment and innovation, and harmonising business models, especially in emerging economies (Egbunike, Emudainohwo, & Gunardi, 2018). Recent evidence from Kenyan SMEs indicates that tax service quality, government trust, and social value orientation are relevant to tax compliance behaviour, suggesting that tax policy outcomes are partly shaped by administrative quality and taxpayer support mechanisms (Kiptum, Kapkiyai, & Kirui, 2024).
A well-designed taxation policy is important because it can incentivise business growth and investment, whereas an unfavourable tax environment may create challenges that hinder SME development and their contribution to the national economy (Musyoka, 2019). For example, in Nigeria, the manufacturing sector's performance has recently declined. Several factors contribute to this decline, including a heavy tax burden on manufacturers, limited financial resources, and unclear or inconsistent tax policies (Ogbeiwi & Okoughenu, 2020). Conversely, China's corporation income tax legislation provides tax relief for certain businesses that prioritise energy and environmental protection, invest in technological advancement, create jobs, and engage in charitable giving. Such tax incentives stimulate activities that can enhance long-term economic progress and social welfare.
Small and medium-sized enterprises (SMEs) contribute greatly to national development; therefore, their financial performance is important and may influence their ability to meet tax obligations. Financial performance is an important metric of SME health (Brealey, Myers, & Allen, 2020). Assessing financial performance is fundamental for evaluating achievements, optimising operations, and promoting accountability, as it measures an entity's capacity to manage operational expenses and function within its environment (Kisaka, 2021). Financial performance is commonly evaluated through financial indicators such as liquidity, debt, and profitability ratios. These ratios are usually calculated using accounting statistics derived from organisational financial statements. Investors rely on profitability indicators, typically measured through return on assets (ROA), return on equity (ROE), and net interest margin, to assess investment viability and portfolio management (Brealey et al., 2004).
Globally, the financial health of micro, small, and medium-sized enterprises (MSMEs) depends partly on the role that taxation plays. Understanding the types of taxes that MSMEs are required to pay is the first step in leveraging tax benefits for small-scale industries. The global economy relies on SMEs that drive innovation, employment, and growth. SMEs constitute a large share of most Asian economies in terms of employment and GDP. In countries such as Japan and South Korea, SMEs contribute to the development of advanced technologies, while in India and China, SMEs support manufacturing and exports (Ghassibe, Appendino, & Mahmoudi, 2019). Regionally, SMEs are important to economic progression and employment in Africa, accounting for a significant share of both employment and GDP. Nigeria has a vibrant SME sector, with more than 37 million SMEs contributing to 84% of employment and 48% of GDP (Akanbi, 2020). Recent research on Kenyan SMEs also shows that technological, administrative, policy, and educational tax reforms may support compliance when they are accessible, predictable, and accompanied by stakeholder support (Kabisa & Musau, 2026).
SMEs in Kenya operate across a range of economic activities, including manufacturing, agriculture, trade, and services. Registered SMEs in Starehe are an important impetus to the local economy because they support employment, innovation, and general development. Despite their importance, SMEs in this region face challenges that are characteristic of their local environment. Limited access to finance is one of the main issues, as it restricts investment in growth and expansion projects (Kaberia & Muathe, 2021). SMEs have experienced increased financial strain, and some have been unable to sustain themselves during the financial crunch. In response, the government and other development partners have provided targeted support and relief measures. These measures include fiscal stimulus packages, loan moratoriums, and business continuity support, which are intended to help SMEs navigate crises and maintain operations (Kaberia & Muathe, 2021). Oyoo and Kariuki (2023) note that SMEs contribute substantially to the economy, yet they often remain underdeveloped. For example, SME growth in Kenya declined by 0.9 percentage points to 4.7% in 2017 compared with 2016, and three in five businesses collapse within the early years of establishment (Oyoo & Kariuki, 2023). These obstacles inhibit SME development, competitiveness, and financial performance. Recent VAT-focused evidence suggests that small businesses can experience VAT compliance as both administratively demanding and cash-flow sensitive, supporting the need to assess VAT separately from other tax obligations in SME performance studies (Ndlovu & Schutte, 2024; Mascagni et al., 2023).
[bookmark: _Hlk210916157]1.2 Statement of the Problem
SMEs are crucial because they promote innovation, employment creation, and overall economic growth. They provide work for a considerable number of people and account for a substantial share of employment opportunities (Tong et al., 2019). SMEs in Kenya contribute 24% of GDP. They also account for 90% of the nation's private-sector businesses and 93% of the workforce, making them central to overall economic development (State Department for Micro, Small and Medium Enterprises Development, 2023). However, in Nairobi County, SMEs' revenue contribution to GDP has declined over time, from 11.8% in 2011 to 9.7% in 2014, 9.3% in 2016, and 7.2% in 2021. Despite their potential to transform the economy, the sector increased by 7.2% in 2011 but only by 3.5% in 2016, which was below the 10% annual expectation. This increase was lower than the 10% annual revenue growth projected under Vision 2030 (KNBS, 2022). A well-designed taxation policy is essential for creating an enabling environment in which SMEs can thrive, increase revenues, and achieve financial results (Wanyagathi Maina, 2019).
The current reality of Kenya's taxation policies falls short of the ideal scenario, leading to significant consequences for the performance of registered SMEs. According to Bhalla, Kaur, and Sharma (2022), high tax rates or inconsistent application of tax incentives hinder SME financial performance and limit their potential to contribute significantly to employment creation and wealth generation. Taxation remains a significant financial challenge for SMEs in Starehe because complex compliance procedures divert resources from core business activities (Mwangangi, 2023). Consequently, some enterprises operate informally to avoid tax obligations, limiting access to formal financial support and reducing government revenue. Inadequate tax policies further constrain financial performance and innovation, weakening the contribution of SMEs to economic growth (Mwangangi & Memba, 2022). Additionally, poorly regulated cartel and industry levies increase operational costs, making it difficult for small businesses to offer competitive prices. Legal and policy restrictions also limit product diversification, further hindering business growth (Mwangangi, 2023).
Otekunrin et al. (2021) examined the macroeconomic effect of tax policies without delving into the underlying implications of adopting a macroeconomic perspective, thereby overlooking the intricate dynamics and unique challenges faced by SMEs. While the study provided valuable information about overall tax revenue and economic progression, it did not address the nuanced issues that SMEs face under current tax policies. Muhwa and Omboi (2023) concentrated on the conceptual aspects of tax incentives and the economic performance of SMEs but did not provide a comprehensive methodological analysis. The limited sample size reduced the study's ability to capture the intricate dynamics and perceptions of SME owners, affecting its practical implications. Therefore, this research on taxes and the financial characteristics of registered SMEs in Starehe is important. It seeks to determine the impact of taxes on the financial performance of SMEs in light of their unique requirements and limitations.
Accordingly, a research gap remains regarding the limited context-specific evidence on how sales turnover tax, excise duty, VAT, and stamp duty jointly relate to the financial performance of registered SMEs in Starehe Sub-County.

1.3 Objectives of the Study
1.3.1 General Objective
To determine the impact of taxes on the financial performance of registered SME businesses in Starehe.
1.3.2 Specific Objectives
i. To investigate the impact of sales turnover tax on the financial performance of registered SMEs in Starehe.
ii. To determine the effects of excise tax on the financial performance of registered SMEs in Starehe.
iii. To evaluate the impact of VAT on the financial performance of registered SMEs in Starehe.
iv. To determine how stamp duty influences the financial performance of registered SMEs in Starehe.
1.4 Research Hypotheses
H1: Sales turnover tax has no significant impact on the financial performance of registered SMEs in Starehe.
H2: Excise duty has no significant effect on the financial performance of registered SMEs in Starehe.
H3: VAT does not substantially affect the financial performance of registered SMEs in Starehe.
H4: Stamp duty does not significantly affect the financial performance of registered SMEs in Nairobi City County, Kenya.
2. LITERATURE REVIEW
2.1 Theoretical Review
Optimal Tax Theory originates from the seminal works of Ramsey (1927) and Mirrlees (1971), which form the foundation of optimal tax policy. The theory posits that tax systems should maximise social welfare while minimising economic distortions and generating adequate revenue. Ramsey (1927) argued that taxes should be levied in inverse proportion to the elasticity of demand, whereas Mirrlees (1971) incorporated differences in taxpayers' income-generating abilities and the incentive effects of taxation into tax design. The theory further guides the selection of tax bases, tax rates, and revenue structures by balancing economic efficiency, equity, and behavioural responses. In the context of this study, Optimal Tax Theory explains how well-designed taxation policies can support the financial performance of SMEs by raising revenue without imposing excessive tax burdens that may discourage investment, innovation, and business growth. Consequently, the theory provides an appropriate foundation for examining the relationship between taxation policy and the financial performance of SMEs.
Agency Theory was developed by Jensen and Meckling (1976) to explain the relationship between principals and agents, focusing on conflicts of interest and information asymmetry that may influence decision-making. The theory suggests that agents may pursue actions that serve their own interests rather than those of principals, resulting in agency costs. In the context of taxation, Agency Theory explains how managers of SMEs may adopt strategies aimed at reducing tax obligations, particularly where financial performance is closely monitored (Zogning, 2017). Taxes such as sales turnover tax and value-added tax (VAT) may create incentives for underreporting revenues or manipulating financial records, thereby increasing agency problems and exposing firms to regulatory sanctions (Ngugi & Moronge, 2020). Additionally, tax compliance costs and administrative requirements may divert managerial attention from core business activities, negatively affecting financial performance (Mwangi, 2019). The theory further emphasises the role of monitoring, transparency, and effective governance in reducing information asymmetry and improving tax compliance (Osebe et al., 2019). In relation to this study, Agency Theory provides a useful framework for examining how taxation policies influence managerial behaviour and the financial performance of SMEs, highlighting the importance of accountability and compliance in achieving sustainable business outcomes.
Resource Mobilisation Theory emerged in the 1970s as a sociological perspective developed by scholars such as Mayer Zald, John McCarthy, and Sidney Tarrow to explain how social movements become organised, sustained, and successful through the acquisition and utilisation of resources (Oyinlola et al., 2020). The theory emphasises that collective action depends on the strategic mobilisation of both material and non-material resources, including financial capital, human skills, organisational capacity, and social networks (Davis, 2019). Unlike earlier approaches that focused primarily on psychological factors, Resource Mobilisation Theory views organisations as rational actors that strategically deploy resources and build relationships with existing institutions to achieve their objectives (Murray et al., 2020). The theory also highlights the importance of organisational capacity and external support in overcoming challenges and sustaining performance. In relation to this study, Resource Mobilisation Theory provides a useful framework for examining how SMEs mobilise and allocate financial, human, and organisational resources to comply with taxation policies while maintaining financial performance. The theory further explains how SMEs can leverage available resources and strategic partnerships to manage tax obligations, mitigate financial constraints, and enhance business sustainability in a changing regulatory environment.
2.2 Empirical Review
In a study by Alzulfah and Gharib (2020), the aim was to determine the role of tax implementation in the financial performance of enterprises operating in selected sectors. In the traditional economic analysis, the association and effects were measured using linear regression in STATA. The study also found that VAT variance could be explained by financial factors, including sales volume, company size, and sales turnover tax, while 64% of the variance in VAT was attributable to other factors. The researcher used a linear regression model to determine financial performance, whereas the current study employs a non-parametric regression model to determine the financial performance of SMEs in Starehe.
Kenya largely depends on tax revenue to fund government spending and meet its commitments. The significance of tax revenue for advancing economic growth may not be fully realised when decisions must be made among different kinds of taxes. This necessitates consideration of the close connection between funds raised through various taxes and the development of financial sectors. As reported by Owino (2019), tax revenues collected through customs and excise duty have increased over the years. However, there has been a sustained decline in financial development growth. Owino (2019) investigated the influence of customs and excise duty on growth in Kenya from 1973 to 2010. The study employed a correlation research design, and the findings indicated that customs and excise duties are positively correlated with financial growth in Kenya.
VAT compliance is a critical challenge because tax collection supports the national economy (Ojo & Shittu, 2023). The study conducted by Ojo and Shittu (2023) addressed the concepts and determinants of VAT compliance among SMEs in Nigeria by directly testing the impact of VAT on taxpayer perceptions and attitudes. The paper addressed gaps in the literature on VAT compliance among SMEs in developing economies. The study by Saed and Ainebyona (2020) centred on VAT and its impact on SMEs in Somaliland. Many investors in an economy provide VAT to host nations, whether located within or outside the country. A large proportion of potential VAT payers comprises SMEs that contribute to national growth. The research employed a mixed research design involving qualitative and quantitative data collection. The study reported that, as SMEs paid VAT to listed tax collectors, other unidentified government officials would emerge and request additional payments. The absence of a clear revenue collection structure contributed to corruption among government officials responsible for tax collection. Similarly, many SMEs were concerned about the risk of business closure or operational failure because of aggressive VAT collection practices.
Onwuka et al. (2021) stated that individuals expect government to provide basic infrastructure, such as roads, bridges, and airports, as well as services such as education, healthcare, housing, and electricity supply. Government requires financial resources to provide these services. Taxation is one of the fundamental methods used by government to generate funding. Kayumba et al. (2022) examined taxpayers' perceptions of the need to pay stamp duty. The study used a qualitative research approach to investigate ideas that could strengthen understanding of the study problem. The findings revealed that behavioural intention to pay stamp duty was based mainly on taxpayer knowledge. Similarly, peer influence exerted minimal influence on behavioural intention. Therefore, Kayumba et al. (2022) suggested that government should raise awareness and utilise taxes in development projects.
2.3 Study Gaps and Literature Review Summary
The reviewed literature demonstrates that taxation plays a significant role in financial performance, tax compliance, taxpayer perceptions, and financial growth. Alzulfah and Gharib (2020) established that financial factors such as sales volume, company size, and sales turnover tax influence VAT, while Owino (2019) found a positive relationship between customs and excise duty and financial growth in Kenya. Studies by Ojo and Shittu (2023) and Saed and Ainebyona (2020) highlighted VAT compliance challenges among SMEs, including taxpayer perceptions, corruption in tax collection, and concerns about business failure arising from VAT administration. Kayumba et al. (2022) further observed that taxpayer knowledge influenced intentions to pay stamp duty, while peer influence had minimal effect.
Despite providing valuable insights, the reviewed studies reveal methodological, contextual, and conceptual gaps. Methodologically, Alzulfah and Gharib (2020) employed a linear regression model, Owino (2019) adopted a correlation research design, Kayumba et al. (2022) used a qualitative approach, and Saed and Ainebyona (2020) used a mixed research design. The current study differs by employing a non-parametric regression model to determine the financial performance of SMEs. Contextually, the studies were conducted in diverse settings, including enterprise sectors, Kenya, Nigeria, Somaliland, and Bangladesh, limiting their applicability to registered SMEs in Starehe Sub-County, Kenya. Conceptually, most studies focused on VAT compliance, customs and excise duty, stamp duty, taxpayer perceptions, and financial growth, with limited emphasis on the combined effect of specific taxation policies on the financial performance of registered SMEs. Consequently, there remains a need for a study that examines the influence of taxation policies on the financial performance of registered SMEs in Starehe Sub-County, Kenya, thereby providing context-specific evidence on the relationship between taxation and SME performance.
3. METHODOLOGY
3.1 Research Design
Research design refers to the general plan or framework that assists a research study in responding to particular research questions or objectives (Sileyew, 2019). Descriptive research is a research design technique used to examine and describe characteristics, actions, and phenomena within a population or group (Rezigalla, 2020). The main objective of descriptive research is to explain the phenomenon being studied clearly and explicitly without manipulating the independent variables being investigated. This study followed a descriptive research design to determine the effects of taxes on the financial performance of registered SMEs in Nairobi City County, Kenya. Descriptive research was chosen because it can provide a clear picture of the status and progress of the phenomenon under study. The descriptive methodology was preferred because the information was presented as originally available, without manipulation or distortion.
3.2 Population studied
Target population refers to the specific group of subjects, objects, or factors that a research study intends to investigate or draw conclusions about (Rezigalla, 2020). In this case, the study focused on registered SMEs in Starehe Sub-County. They comprised the target population of the study.

Table 1: Target Population 
	Category of SME
	Size of Sample
	Rate (%)

	Informal Sector (Jua Kali)
	35
	10

	Retail stores, Wholesale and General Trade
	189
	54

	Natural Resources, Forestry and Agriculture
	21
	6

	Catering and Accommodation
	28
	8

	Technical and Professional and Services 
	53
	15

	Entertainment, Health and Private Education
	14
	4

	Communications, Storage and Transport
	16
	5

	Workshops, Factories, Industrial Plants
	25
	7

	Total 
	350
	100


Source: Micro and Small Enterprises Authority (2022)
3.3 Sample Design and Sample Size
Sampling design refers to the plan or action that researchers use to select a small representative group of individuals, organisations, or objects from a larger population for a study (Sileyew, 2019). Stratified random sampling is a research technique used to select a representative sample from a diverse population (Borgianni & Maccioni, 2020). The stratified random sampling method was used to select the study sample. Given the heterogeneity of the population, the method was suitable for this research. A stratified random sampling method was adopted because of the heterogeneity of registered SMEs in Nairobi. This method involved stratifying the population into homogeneous groups or ranks based on a specific attribute, as shown in Table 2, namely industry sector. Sample size was calculated using Slovin's formula. The equation below gives the sample formula at a 95% significance level and a 5% confidence interval (Rezigalla, 2020).
	   𝑁
𝑛= 1 + 𝑁𝑒2
Where:
n = Sample size
N = Population size; e = margin of error
Based on the formula, n for the research was:
 350
𝑛= 1 + 350(0.052)
					n =186
The sampled registered SMEs were proportionately allocated within each stratum using the formula n/N, where n indicates the sample size and N represents the target population sampled.
Table 2: Size of Sample 
	Industry
	Size of Sample
	Rate (%)

	Informal Sector (Jua Kali)
	2
	10

	Retail stores, Wholesale and General Trade
	101
	54

	Natural Resources, Forestry and Agriculture
	11
	6

	Catering and Accommodation
	15
	8

	Technical and Professional as well as Services 
	28
	15

	Entertainment, Health and also Private Education
	7
	4

	Communications, Storage as well as Transport
	9
	5

	Workshops, Factories, and even Industrial Plants
	13
	7

	Overall
	186
	100


Source: Researcher (2024)
3.4 Tools of Data Collection
This study adopted a primary method for collecting quantitative data. A mixed-method approach was considered favourable because it enabled the researcher to address various areas of the study. The researcher used primary data, which were obtained through a questionnaire. A questionnaire is a data collection tool used in research to collect data from individuals or respondents (Sileyew, 2019). It generally consists of a set of systematic questions formulated so that participants provide specific answers. Data were collected using a self-administered questionnaire, giving respondents time to complete it before collection after a five-working-day response period. Its use as a data collection tool was justified because a questionnaire helps the researcher systematically gather responses in a time- and cost-effective manner. The questionnaire used a Likert scale. Section 1 collected background information about the registered SMEs, Sections 2 to 5 collected information on the independent variables, and Section 6 collected information on the dependent variable.
3.5 Data Collection Framework
The researcher intended to use questionnaires as a data collection tool to obtain information from respondents in order to assess the impact of taxation on the financial performance of SMEs. Within five working days, questionnaires were distributed to selected SMEs and retrieved using the drop-and-pick method. A list was kept to record the distribution and collection process and to ensure that the questionnaires were controlled.
3.6 Presentation and Data Analysis
The respondents were vetted and asked to complete the questionnaire so that accurate and detailed responses could be captured. SPSS version 20 was used to conduct the quantitative analysis of the data. The research data were edited, coded, classified, tabulated, and presented diagrammatically for analysis and presentation. The mean and standard deviation were presented in frequency distribution tables. Multiple regression analysis was used to establish the relationship between taxes and the financial performance of registered SMEs in Starehe. The regression model used was as follows:
Y = β0 + β1X1 + β2X2 + β3X3 + β4X4 + ε 
Where:
Y = FP of SMEs 
X1= Sales turnover tax
X2= Excise Duty
X3= VAT
X4 = Stamp Duty
The constant term is β0.
The coefficients are β1, β2, β3, and β4, and their values show how the independent variables relate to the dependent variable.
The error term, represented by ε, reflected the variance in the dependent variable that was not explained by the independent variables.
3.7 Operationalization Table
Table 3: Variable Measurement and Operationalization
	Variable 
	Name
	Definition
	Indicators
	Scale

	Independent
	Sales Turnover Tax
	A tax imposed on a business on the basis of its gross sales without allowances to business expenses.
	- Percentage of gross sales paid as turnover tax- Frequency of turnover tax payments- Impact on cash flow
	Ordinal (Likert Scale)

	Independent
	Excise Duty
	A tax on particular goods and services that may or may not be built into the cost of the product.
	- Percentage of product price attributed to excise duty- Types of products/services subject to excise duty- Effect on pricing strategy
	Ordinal (Likert Scale)

	Independent
	VAT
	A consumption tax charged on a product each time value is added at production chain stages.
	- VAT registration status- Percentage of sales subject to VAT- Challenges in VAT compliance
	Ordinal (Likert Scale)

	Independent
	Stamp Duty
	A tax paid on legal documents, typically in the transfer of assets or property. 
	- Frequency of transactions requiring stamp duty- Average cost of stamp duty per transaction- Impact on business expansion plans
	Ordinal (Likert Scale)

	Dependent
	Financial Performance
	Refers to how well an SME or entity uses its resources to generate profits. Shows the overall financial health and success over a period. 
	- Financial Performance Index
	Ratio Scale



4. DATA ANALYSIS 
4.1 Regression Analysis
Multiple regression analysis was conducted to determine the degree to which Sales Turnover Tax, Excise Duty, Value Added Tax (VAT), and Stamp Duty predict the financial performance of SMEs in Nairobi City County while controlling for years in operation and sector.
4.1.1 Model Summary
The model summary showed that the predictors jointly explained 9.1% of the variance in SME financial performance (R² = 0.091, adjusted R² = 0.031). The correlation coefficient (R) of 0.302 indicates a weak but positive correlation between the set of independent variables and the dependent variable. The range of the dependent variable is relatively large, and the standard error of the estimate (9.878) is relatively small, meaning that the model predictions are relatively close to the observed values. This small explanatory effect is typical of social science studies, where various unmeasured variables may affect business performance.
Table 4: Model Summary
	Model
	R
	R²
	Adjusted R²
	Std. Error of Estimate

	2
	0.302
	0.091
	0.031
	9.878



4.1.2 ANOVA
According to the ANOVA results, the regression model was statistically significant, F(9, 177) = 1.523, p = 0.046. This result means that the combination of tax burden variables, years of operation, and sector significantly predicts financial performance. However, the model explains only 9.1% of the variance in financial performance, indicating a weak overall effect. Individual predictors within the model may still be statistically insignificant.
Table 5: ANOVA
	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	Regression
	1343.412
	9
	149.268
	1.523
	0.046*

	Residual
	17327.821
	177
	97.848
	
	

	Total
	18671.233
	186
	
	
	


*Significant at the 0.05 level.
4.1.3 Coefficients
Based on Table 6, the only statistically significant tax predictor was VAT (B = -1.055, p = 0.030), which means that a one-unit increase in the perceived tax burden, on a 1-5 scale, leads to a reduction of 1.06 in the financial performance index, other factors remaining constant. Sales Turnover Tax, Excise Duty, and Stamp Duty were insignificant but negative. Among the control variables, the Manufacturing (B = -2.028, p = 0.040) and Services (B = -1.948, p = 0.048) sectors had significantly lower performance scores than Hospitality. Years in operation, Trade, and IT were not significant predictors.
Table 6: Coefficients
	Predictor
	B
	Std. Error
	Beta
	t
	Sig.

	(Constant)
	63.257
	3.029
	 
	20.88
	0.000

	Sales Turnover Tax
	-0.770
	0.504
	-0.125
	-1.526
	0.128

	Excise Duty
	-0.195
	0.542
	-0.031
	-0.362
	0.719

	VAT
	-1.055
	0.481
	-0.171
	-2.194
	0.030*

	Stamp Duty
	-0.144
	0.488
	-0.023
	-0.293
	0.769

	Years in Operation
	-0.154
	0.122
	-0.098
	-1.282
	0.200

	Manufacturing (dummy)
	-2.028
	0.984
	-0.150
	-2.061
	0.040*

	Services (dummy)
	-1.948
	0.976
	-0.146
	-1.997
	0.048*

	Trade (dummy)
	-0.752
	0.998
	-0.056
	-0.753
	0.452

	IT (dummy)
	-0.610
	1.028
	-0.042
	-0.593
	0.554


*Significant at the 0.05 level.
4.1.4 Collinearity Diagnostics
The calculated values of the variance inflation factor (VIF) ranged between 1.803 and 4.640, which are below the conventional threshold of 10; therefore, no severe multicollinearity was observed among the predictors. This was consistent with tolerance values above 0.2. This implies that the independent variables are not excessively correlated and that each adds distinct information to the model.
Table 7: Collinearity Diagnostics
	Variable
	Tolerance
	VIF

	Sales Turnover Tax
	0.216
	4.625

	Excise Duty
	0.215
	4.640

	VAT
	0.227
	4.404

	Stamp Duty
	0.229
	4.373

	Years in Operation
	0.272
	3.675

	Manufacturing
	0.555
	1.803

	Services
	0.553
	1.810

	Trade
	0.508
	1.969

	IT
	0.485
	2.063


4.1.5 Residuals Statistics
Table 8, which presents residual statistics, indicates that the standardised residuals ranged from -2.97 to 2.84, suggesting no evidence of outliers. The standard deviation is close to 1, which means that the model assumptions regarding residual distribution are largely satisfied. This supports the reliability of the regression estimates.
Table 8- Residuals Statistics
	Statistic
	Minimum
	Maximum
	Mean
	Std. Deviation
	N

	Predicted Value
	56.18
	67.51
	61.39
	2.09
	187

	Residual
	-26.54
	25.88
	0.00
	9.82
	187

	Std. Predicted Value
	-2.49
	2.92
	0.00
	1.00
	187

	Std. Residual
	-2.97
	2.84
	0.00
	0.99
	187


4.1.6 Overall Interpretation
The regression model shows that VAT burden significantly and negatively affects the financial performance of SMEs, even after considering years of operation and sector differences. Other tax burdens, including Sales Turnover Tax, Excise Duty, and Stamp Duty, were not major predictors. The model diagnostics show that there is no multicollinearity issue, the residuals are non-problematic, and the small explanatory power reflects the complexity of SME performance, in which non-tax variables may also play significant roles.
4.1.7 Model Diagnostics
Durbin-Watson: 2.059 (no autocorrelation). Variance inflation factors (VIFs): below 5, indicating no severe multicollinearity. Breusch-Pagan test: p = 0.236 (no significant indication of heteroscedasticity). Shapiro-Wilk test: a slight violation of normality (p < 0.01), which is acceptable given the sample size.
Table 9 Hypothesis Testing Decisions
	Hypothesis
	Statement
	Decision

	H1
	No significant impact of sales turnover tax on financial performance
	Fail to reject null (Supported)

	H2
	Excise duty does not significantly affect financial performance
	Fail to reject null (Supported)

	H3
	VAT does not substantially impact financial performance
	Reject null (Not supported)

	H4
	Stamp duty does not significantly impact financial performance
	Fail to reject null (Supported)


The regression results indicate that VAT is the only tax factor that is statistically significant to SME financial performance in this sample. The other tax variables are not significant, which supports the null hypotheses for H1, H2, and H4 but rejects the null hypothesis for H3.
4.2 Summary of Hypotheses Testing
Table 10 provides a summary of the hypotheses examined in this study, the statistical findings of the multiple regression analysis, and the decisions made. This was determined by the significance levels (p-values) of the coefficients in Model 2, which incorporated the control variables of years of operation and sector of operation.
Table 10: Summary of Hypotheses Testing
	Hypothesis
	Statement
	β (B)
	p-value
	Decision on Null Hypothesis

	H1
	No significant impact of sales turnover tax on the financial performance of SMEs
	-0.770
	0.128
	Fail to Reject (Supported)

	H2
	Excise duty does not present a significant effect on the financial performance of SMEs
	-0.195
	0.719
	Fail to Reject (Supported)

	H3
	VAT does not substantially impact financial performance of SMEs
	-1.055
	0.030*
	Reject (Not Supported)

	H4
	Stamp duty does not have a substantial impact on the financial performance of SMEs
	-0.144
	0.769
	Fail to Reject (Supported)


*Significant at the 0.05 level.
Source: Field data (2025)
Interpretation
The findings indicate that Value Added Tax (VAT) is the only tax variable with a statistically significant correlation with financial performance, and the relationship is negative. This implies that SMEs that perceive higher VAT burdens tend to record lower performance scores, even after considering sector and firm age. Excise Duty, Sales Turnover Tax, and Stamp Duty have negative signs but are not statistically significant, meaning that the perceived burden does not consistently predict financial performance across the sample in this study. Overall, these findings are partly consistent with previous studies indicating that some taxes, especially VAT, may have more direct and immediate cash-flow implications for SMEs, whereas other taxes may not have a significant short-term performance consequence.
5. DISCUSSION 
5.1 Discussion of Findings
This study investigated the impact of Sales Turnover Tax, Excise Duty, Value Added Tax (VAT), and Stamp Duty on the financial performance of registered SMEs in Nairobi City County, Kenya. The multiple regression results presented mixed evidence, with VAT being the only statistically significant tax variable affecting financial performance.
5.1.1 Sales Turnover Tax and Financial Performance
The regression results indicated a negative but insignificant relationship between Sales Turnover Tax and the financial performance of SMEs (p = 0.128), suggesting that although a higher tax burden is associated with lower financial performance, the relationship is not strong enough to be a decisive determinant of performance. This outcome may be attributed to adaptation mechanisms such as pricing adjustments, supplier renegotiation, product differentiation, and operational efficiency, which enable SMEs to absorb the effects of taxation without significantly affecting profitability. Consistent with Resource Mobilisation Theory, the findings suggest that internal resources and capabilities, including operational efficiency and strategic resource allocation, play a more significant role in sustaining performance than external factors such as sales turnover tax. While turnover tax may create operational and cash-flow challenges, particularly because taxes are payable irrespective of profit margins, its effect does not translate into a significant reduction in financial performance. Therefore, sales turnover tax does not appear to be a major determinant of SME performance in this context.
5.1.2 Excise Duty and Financial Performance
The regression findings showed a negative but statistically insignificant relationship between Excise Duty and the financial performance of SMEs (p = 0.719), indicating that excise duty is not a key determinant of performance differences among SMEs. The low effect may be attributed to the sector-specific nature of excise duty, which mainly applies to certain goods and services and is therefore not uniformly experienced by all SMEs. Empirical evidence suggests that excise rates have a greater impact on manufacturing and import-based industries and a minimal effect on SMEs outside these categories (Muriithi & Paul, 2022). In addition, strategic pricing changes, product reformulations, sourcing adjustments, and effective cost management enable many SMEs to absorb or transfer excise-related costs. Consistent with Resource Mobilisation Theory, the findings suggest that internal capabilities and resource management play a more significant role in determining financial performance than isolated external costs such as excise duty. Consequently, although excise duty may affect profitability in some sectors, it does not have a significant impact on the overall SME population in Starehe.
5.1.3 Value Added Tax (VAT) and Financial Performance
The regression analysis revealed a statistically significant negative relationship between Value Added Tax (VAT) and the financial performance of SMEs (B = -1.055, p = 0.030), indicating that VAT has a more immediate and quantifiable effect on performance than the other tax variables under study. The negative effect may be attributed to cash-flow constraints arising from VAT remittance before revenue collection, as well as compliance requirements such as maintaining accurate records, regular filing, and timely payment, which increase administrative costs and disrupt operational efficiency (Ndlovu & Schutte, 2024; Mascagni et al., 2023). Consistent with Resource Mobilisation Theory, VAT reduces financial resources and operational flexibility, limiting the ability of SMEs to reinvest, expand operations, and meet other financial obligations. Since VAT is widely applied across industries and transactions and is payable regardless of profitability, its burden is difficult to avoid. These findings support the view that VAT is one of the most significant tax-related factors affecting the financial performance, competitiveness, growth, and profitability of SMEs.
5.1.4 Stamp Duty and Financial Performance
The regression findings showed a negative but statistically insignificant relationship between Stamp Duty and the financial performance of SMEs in Nairobi City County (B = -0.144, p = 0.769), indicating that its effect is not large or consistent. This is consistent with the nature of stamp duty in Kenya, which is mainly based on legal and commercial transactions such as property transfers, contracts, leases, and share transactions, meaning that many SMEs in service industries, hospitality, and small-scale trade may rarely experience it in their day-to-day activities. Consequently, its impact is indirect, infrequent, and concentrated among fewer businesses involved in acquiring assets or leasing property. Literature indicates that stamp duty is not a recurrent expense for most SMEs and is often treated as a one-off transaction cost, which reduces its effect on operating margin and profitability (Onwuka et al., 2021). From the perspective of Resource Mobilisation Theory, such occasional external costs do not significantly interfere with the ability of SMEs to use internal resources to create competitive advantage unless they are frequent or high. Overall, stamp duty does not play a leading role in SME financial performance at the sector-wide level, and policy interventions targeting it are likely to have limited short-term effects compared with more recurrent taxes such as VAT.
6. CONCLUSION
The regression findings indicate that sales turnover tax is negatively related but statistically insignificant to the financial performance of SMEs in Nairobi City County, implying that it is not a major factor in SME profitability or operational success. Although SMEs reporting a higher turnover tax burden show slight differences in performance scores, the impact is not statistically significant. The results suggest that most SMEs respond to turnover-based taxation through cost control, pricing adjustments, and improved operational efficiency to protect against financial loss. This aligns with Resource Mobilisation Theory, which emphasises that internal resources and capabilities are more decisive than isolated external factors in influencing firm performance. Overall, sales turnover tax does not have a significant direct impact on the financial health of SMEs, and policy interventions may be more effective when focused on VAT or other constraints such as access to finance, technological adoption, and market access.
The paper finds that excise duty is negatively but statistically insignificantly related to the financial performance of SMEs in Nairobi City County, indicating that it does not significantly contribute to performance differences among SMEs in the study region. This limited effect is attributed to the fact that excise duty is imposed on specific goods and services, such as alcoholic drinks, tobacco, petroleum, and luxury items, and therefore does not directly affect many SMEs in the services, hospitality, and IT sectors. In addition, SMEs liable to excise duty often adopt strategies such as pricing changes, supplier negotiations, and product diversification to reduce its financial effects. These results align with Resource Mobilisation Theory, which emphasises that internal resources such as cost control, innovation, and market positioning are more decisive for performance than isolated external cost factors. Overall, excise duty is not a decisive factor affecting SME financial performance, and its net effect is low compared with recurring taxes such as VAT.
The research findings conclude that Value Added Tax (VAT) has a statistically significant negative correlation with the financial performance of SMEs in Nairobi City County, making it the only significant predictor among the four tax variables studied. Regression analysis shows that an increase in the perceived VAT burden leads to a decline in performance scores, reflecting its direct effect on profitability through cash-flow and operational liquidity constraints. SMEs are often required to remit VAT to the revenue authority before receiving payment from customers, creating a gap that limits working capital, particularly for firms with thin margins and limited access to credit. These findings are consistent with empirical evidence that VAT compliance imposes administrative and financial strain through record-keeping, timely filing, and complex reporting requirements, disproportionately affecting SMEs compared with larger firms (Ndlovu & Schutte, 2024; Mascagni et al., 2023). From the perspective of Resource Mobilisation Theory, VAT undermines firm performance by reducing the ability to mobilise and deploy internal resources effectively, as it is difficult to avoid or transfer to consumers without loss of competitiveness. Overall, VAT is one of the most notable limitations to SME financial performance in Nairobi City County.
The research findings conclude that Stamp Duty is negatively but statistically insignificantly associated with the financial performance of SMEs in Nairobi City County, indicating that it is not a significant determinant of variation in performance across the study population. This is because stamp duty in Kenya is imposed on particular transactions such as property transfers, property leases, and share transactions, and for most SMEs in retail, hospitality, and services, it is not a recurrent cost and is only incurred on rare occasions. As a result, its effects on overall annual financial performance are not significant and are not uniform across the industry. These findings align with Onwuka et al. (2021), who addressed stamp duty and revenue generation, and they support the view that stamp duty is mainly a transaction-based cost with limited recurrent impact on SME profitability. From the perspective of Resource Mobilisation Theory, non-recurrent external costs such as stamp duty are less likely to undermine competitive position unless they are very high or frequent and can often be absorbed without long-term negative impact on performance. Overall, stamp duty is not a major determinant of SME financial performance in Nairobi City County, and policy efforts may be more effective when directed at recurrent taxes such as VAT.
7. RECOMMENDATIONS
On the basis of the study results, several recommendations are provided to address tax-related issues affecting the financial performance of SMEs in Nairobi City County. These recommendations are formulated in relation to the four hypotheses of this study.
The correlation between sales turnover tax and SME financial performance was negative but statistically non-significant. Policymakers should maintain the current turnover tax regime while raising awareness and training SMEs on tax planning behaviour. Tax authorities should provide easier-to-follow guidelines, tax calculators, and advisory services to enable SMEs to budget for turnover tax payments and integrate them into cash-flow projections as an operating cost.
Excise duty had a negative but non-significant effect on SME performance; therefore, widespread reforms may not have a significant impact on the SME sector overall. However, reforms should target sectors where excise duty is a significant cost, including beverages, petroleum distribution, and imports of excisable goods. KRA should consider differential excise duty rates and temporary exemptions for small manufacturers, while SME owners should consider product diversification and alternative sourcing.
VAT had a statistically significant negative effect on SME performance, requiring immediate reforms to reduce compliance costs and cash-flow impacts. Government should consider deferring VAT remittance, simplifying VAT return systems, and introducing industry-specific exemptions or reduced rates. SME managers should strengthen cash-flow management through credit control, prepaid invoicing, synchronising payments and receipts, and improving bookkeeping and VAT compliance training.
Stamp duty had no meaningful impact on SME financial performance; therefore, broad-based reform is not a pressing issue. However, for SMEs in property-intensive or high-contractual-transaction industries, assessment and payment processes should be simplified to reduce administrative delays and costs. Exemptions or low rates for SMEs purchasing property may encourage long-term investment, while transaction planning and legal advice can help reduce unnecessary costs.
7.1 Significance of the Study 
Because MSMEs play a vital role in any economy by providing employment opportunities and contributing significantly to GDP, this article has scientific and economic importance. It studies the impact of tax structure on the survival of MSMEs and will be useful to both government and MSME-sector policy formulators. The results of this research will assist in policy decision-making on revenue generation for the Government of Kenya in the area of taxation. This study is also important to SMEs both within and outside Kenya. The findings can be used to support the development of SMEs and assist them in thriving in Kenya. Furthermore, the research contributes to the literature on tax policy and serves as a reference for the academic community. Researchers and scholars seeking materials on tax policy can refer to this article for additional perspective.
7.2 Limitations and Suggestions for Further Research
Although this research has provided useful information regarding the correlation between tax and SME financial performance in Nairobi City County, several limitations remain and may be investigated further by scholars.

· The research scope was limited to registered small and medium-sized enterprises in Nairobi City County, Kenya. Although the results may be applicable to other areas, future research should extend the scope to other sub-counties or counties in Kenya to enable comparative analysis of different economic and regulatory environments and to determine whether the observed trends are national or local.
· This study also used a descriptive research design, which limits its applicability in every setting. Longitudinal research conducted over several years would provide more information on how changes in taxation, such as VAT rates or turnover tax levels, affect SME performance in the long term beyond the cross-sectional time record.
· The study focused on taxes, meaning that other factors not related to tax and government regulations were not fully captured. Further studies should include non-tax factors such as access to credit, use of technology, management competence, and competitive forces to enhance explanatory capacity and provide a more holistic picture of SME success.
· The study was limited to quantitative data in drawing conclusions. Qualitative studies using in-depth interviews or case studies may supplement quantitative findings by revealing how SMEs perceive, cope with, and respond to tax obligations in ways not captured by quantitative data.
· Lastly, cross-border examinations within the East African Community may improve understanding of how tax policy design, implementation, and compliance requirements influence SME growth and sustainability.
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