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Deductibility of written off loan principal

as bad debt for tax purposes

A recent decision by the Tax Appeals
Tribunal (Tribunal) in Premier Credit
Limited v Commissioner of Domestic
Taxes [2026] KETAT 23 (KLR) has caused
jaws to drop at the apparent departure
from the norm that a written off principal
loan amount constitutes a bad debt
deductible for tax purposes in Kenya. The
Tribunal, in a contentious judgment, was
of the view that bad debts arising out of
the principal element of a loan are not
allowable expenses for tax purposes.

Brief facts of the case

The appellant, Premier Credit Limited (taxpayer), is a
credit-only microfinance company. The respondent,
the Commissioner of Domestic Taxes (Kenya Revenue
Authority (KRA)) (Commissioner), conducted an
audit which led to a dispute of principal taxes of

KES 30,132,515.10 arising from the treatment of

bad debts which was referred to the Tribunal for
determination. The taxpayer maintained that the
bad debts claimed were incurred in the production
of income and had become uncollectable hence
allowable deduction as per section 15(2)(a) Income
Tax Act (ITA) and Guidelines on Allowability of Bad
Debts, Legal Notice No. 37 of 2011 (Guidelines).

The KRA, on the other hand, argued that the
principal component of the loans was capital in
nature and therefore not an allowable deduction.

Section 15(2)(a) of the ITA provides for the deduction
of bad debts incurred in the production of income
when computing the gains or profits of a business.
These debts must be estimated to the Commissioner’s
satisfaction as uncollectable. Further, pursuant

to this section the Commissioner developed the
Guidelines which provide that a bad debt is deductible
only where it is proven to the Commissioner to

be irrecoverable after reasonable recovery efforts,
arises wholly and exclusively in the ordinary course

of business, and is not of a capital nature.
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Tribunal findings

The Tribunal agreed with the KRA. It made a distinction
between the principal loan amount and interest amount,
holding that the principal amount of a loan is of a
capital nature. Furthermore, the Tribunal noted that the
taxpayer complied with International Financial Reporting
Standards (IFRS) 9 where it recognised the principal
amount of the loans as a financial asset and the interest
as revenue/income. In this regard, the Tribunal found
that bad debts arising out of the principal element of
loans are not allowable expenses for tax purposes.

Comment

Section 15(2)(a) of the ITA allows a deduction for bad
debts incurred in the production of income, with the
key test being whether the debt is income generating
and has become irrecoverable. The Tribunal's holding
in this case, treats the principal component of a loan
as capital and therefore non-deductible. It introduces
a distinction that is not grounded in the statute. The
provision does not differentiate between principal
and interest but rather focuses on the nexus between
the debt and the generation of taxable income.

Previously, the Tribunal's decisions have pointed

to a commercially sound approach. In the Fourth
Generation Capital Limited v Kenya Revenue Authority
(Tax Appeal No. E1253 of 2024), the Tribunal held

that loan principal constitutes stock-in-trade and that
losses arising from default are therefore deductible.

Similarly, in Branch International Limited v Commissioner
of Domestic Taxes [2025] KETAT 191 (KLR), the Tribunal
accepted that bad debts are a normal incident of a lending
business, with the dispute turning purely on evidentiary
support rather than the nature of the loan principal.

In our view, the Tribunal's reasoning in the present case is
difficult to reconcile with both the statutory framework,
its previous rulings and established commercial practice.
It places undue reliance on accounting classifications
and leads to a wrong outcome where lenders are taxed
on income without recognition of the corresponding
cost of generating that income. The correct view,
consistent with both the statute and commercial reality,
is that in a lending business, written off loan principal
qualifies as a deductible bad debt where the conditions
under section 15(2)(a) and the Guidelines are met.

For now, taxpayers may rely on the Tribunal's earlier
decision, in Fourth Generation Capital Ltd case,

where the Tribunal treated the principal loan amount

as stock-in-trade deployed in the ordinary course of
business to generate income and, therefore, as deductible
as a bad debt when written off for tax purposes.

The appellant retains a right of appeal to the High Court,
which may provide much needed certainty on the
deductibility of written off loan principal as bad debt.
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